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Abbreviations and symbols used 

Countries 
B 
DK 
D 
GR 
E 
F 
IRL 
I 
L 
NL 
p 
UK 
EUR9 
EUR JO 
EUR 12 

Currencies 
ECU 
BFR 
DKR 
DM 
DR 
ESC 
FF 
HFL 
IRL 
LFR 
LIT 
PTA 
UKL 
USD 
SFR 
YEN 
CAD 
6s 

Belgium 
Denmark 
Federal Republic of Germany 
Greece 
Spain 
France 
Ireland 
Italy 
Luxembourg 
The Netherlands 
Portugal 
United Kingdom 
European Community excluding Greece, Spain and Portugal 
European Community excluding Spain and Portugal 
European Community, 12 Member States 

European currency unit 
Belgian franc 
Danish krone 
Deutschmark 
Greek drachma 
Portuguese escudo 
French franc 
Dutch guilder 
Irish pound (punt) 
Luxembourg franc 
Italian lira 
Spanish peseta 
Pound sterling 
US dollar 
Swiss franc 
Japanese yen 
Canadian dollar 
Austrian schilling 

Other abbreviations 
ACP 
ECSC 
EDF 
EIB 
EMCF 
EMS 
ERDF 
Euratom 
Eurostat 
GDP (GNP) 
GFCF 
LDCs 
Mio 
Mrd 
NCI 
OCTs 
OECD 
OPEC 
PPS 
SMEs 
SOEC 
toe 

African, Caribbean and Pacific countries having signed the Lome Convention 
European Coal and Steel Community 
European Development Fund 
European Investment Bank 
European Monetary Cooperation Fund 
European Monetary System 
European Regional Development Fund 
European Atomic Energy Community 
Statistical Office of the European Communities 
Gross domestic (national) product 
Gross fixed capital formation 
Less-developed countries 
Million 
I OOO million 
New Community Instrument 
Overseas countries and territories 
Organization for Economic Cooperation and Development 
Organization of Petroleum Exporting Countries 
Purchasing power standard 
Small and medium-sized enterprises 
Statistical Office of the European Communities 
Tonne of oil equivalent 
Not available 
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Part A - The Community economy 

1. Short-term outlook 

Growth in the Community was exceptionally buoyant in 
1988; + 3,8 %, the best performance since I 976. It could be 
close to 3 Y2 % in 1989 and a little above 3 % in I 990. 
Employment is expected to increase by I % in 1990, follow
ing on the record increases of I Y2 % in both 1988 and 1989. 
The unemployment rate' is continuing to fall and could be 
below 9 % of the labour force in 1990. 

These performances confirm the fundamental improvement 
in the Community economy since the beginning of the 

1 Unemployed according to the EC labour force survey which provides 
comparable unemployment rates for the member countries. The corre
sponding statistics using registered unemployment data which were pub
lished in previous Annual Economic Reports would be about lO %. See 
also box on the measurement of unemployment in the Community in 
Chapter 2. 

Table 1.1 

Key macroeconomic indicators for the Community 

1986 

Macroeconomic aggregates at constant prices 

(annual% change) 

GDP 2,6 
Domestic demand 3,9 
of which: 

Private consumption 3,9 
Public consumption 2,5 
GFCF 3,4 

Extra-EC exports 0,7 

Employment and unemployment in the Community 

Employment 0,8 

(annual% change) 

Unemployment rate 10,8 

(% of labour force) 

decade. 2 Four aspects of the current economic situation, 
however, deserve special attention: the risk of an uptake 
in inflation, greater divergences in external balances, the 
risk of a weakening in investment and possible difficulties 
arising from the international environment. 

From 1988, inflation has once again become a matter of 
concern. The private consumption deflator for the Com
munity as a whole is expected to increase by almost 5 % in 
1989, compared with 3,6 % in 1988 and 3,4 % in 1987. 

A succession of factors has contributed to this. By 1987, the 
inflation rate had already risen somewhat in some countries, 
such as the Federal Republic of Germany, Belgium and 
Luxembourg, although from very low or even negative rates. 
In Denmark, inflation also accelerated in 1987 following a 

2 This topic is analysed in more detail in Chapter 2 of this document. 

1987 1988 1989 1990 

2,8 3,8 3,4 3,1 
4,0 4,8 3,8 3,0 

3,8 3,8 3,1 3,0 
2,3 2,0 1,6 1,7 
4,8 8,4 6,9 4,8 

2,2 4,9 7,3 6,0 

1,2 1,6 1,5 1,1 

10,4 10,0 9,0 8,7 
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Part A - The Community economy 

Table 1.2 

Prices and costs in the Community 
(annual % change) 

1986 1987 1988 1989 1990 

Private consumption deflator 3,8 3,4 3,6 4,8 4,5 

GDP deflator 5,5 4,0 4,4 4,9 4,6 

Nominal wage per head 6,2 5,5 5,6 6,1 6,2 

Nominal unit labour costs 4,3 3,8 3,3 4,2 4,1 

strong surge in nominal wages per head. However, inflation 
continued to fall in the other Community countries. In 1988, 
and at the beginning of 1989, external factors, common 
to all the Community countries, made a very substantial 
contribution to the acceleration of inflation : the prices of 
imported raw materials increased sharply and the ecu de
preciated against the dollar. These were compounded in 
some countries by increases in indirect taxes, a certain accel
eration in indirect wage costs as well as the effects of growing 
pressures on productive capacities. 

The reaction of the monetary authorities was prompt. Indeed 
it was essential to react quickly to these inflationary press
ures, in order to prevent these price rises from leading to a 
lasting acceleration of inflation and generating a price-wage 
spiral. A delayed reaction, which would allow inflationary 
behaviour to gain in strength, would only increase the cost 
of unavoidable stabilization in terms of growth and employ
ment. In all Community countries, monetary policy took on 
a more restrictive stance and short-term interest rates started 
to rise (see Chapter 6). This shift in monetary policies, which 
was even further emphasized by the increase in bank rates 
at the beginning of October, already seems to have had 
some effect. The average inflation rate in the Community, 
measured by the 12-month increase in the average of the 
consumer price indices, has not risen since May 1989. On 
the basis of current forecasts, the inflation rate has probably 
peaked in 1989 and should fall slightly in 1990. The short
lived nature of the recent spurt in inflation will not be 
confirmed, however, unless wage increases remain moderate. 
The wage negotiations now in progress or scheduled for the 
coming months will be crucial in this respect. 

In 1990, as in 1988 and 1989, the Community as a whole 
should continue to experience a small external surplus. 

Divergences between the external accounts of Community 
countries are increasing. The current balances of Spain, 
Portugal, the United Kingdom and, to a lesser extent Italy, 
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Table 1.3 

Community external balances 
{% of GDP) 

1986 1987 1988 1989 1990 

Balance of trade 1,1 0,7 0,4 0,2 0,3 

Current account 1,4 0,8 0,3 0,1 0,2 

deteriorated rapidly in recent years. The current account 
surplus in Germany will continue to increase, to reach almost 
6 % of GDP in 1990, a level never before seen. 

In one aspect the polarization of Community external ac
counts is linked to the exceptional length and vigour of the 
economic recovery. The countries which are now in deficit 
maintained an expansion of domestic demand significantly 
greater than that of their partners. Greater financial inte
gration, together with the credibility of monetary policies, 
enabled the deficits to be financed by long- and short-term 
capital movements. Furthermore, the impetus given by these 
countries' imports to intra-Community trade was beneficial 
to their partners, where domestic demand has been less 
dynamic for some time. 

This scenario is now reaching its limits. In reaction to in
creasing inflationary pressures and to deteriorating external 
balances, a significantly more restrictive monetary and 
budgetary policy stance was adopted in the deficit countries. 
Because of this change in direction , domestic demand in 
these countries should decelerate sharply. This slowdown is 
expected to be particularly marked in the United Kingdom 
(from 7,3 % in 1988 to 0,8 % in 1990). It should also be 
significant in Spain (from 8,5 % in 1987 to 5,3 % in 1990) 
and Portugal (from I 0,6 % in 1987 to 5 % in 1990). In the 
other countries domestic demand is expected to continue to 
grow by little more than 3 % in 1990. In Germany, in 
particular, domestic demand will benefit from the tax re
duction due to take place in 1990. 

This turnabout in the relative change in domestic demand 
between member countries is attenuating somewhat the pola
rization of external balances. The current account should 
improve a little in the United Kingdom. The current deficits 
in Spain and Portugal , however, are expected to continue to 
rise, to reach 4% and 3 Y, % of GDP, respectively, in 1990. 
A further slowdown in domestic demand in these two 
countries may be necessary to avoid an excessive deterio
ration in the external accounts. This may also be necessary 
because inflationary pressures are still very high, albeit to 
different degrees . 



Short-term outlook 

In this context it is important that the burden imposed on 
monetary policy is not too heavy. Already there is a certain 
slowdown in investment activity in Spain and Portugal. 
Furthermore, in the United Kingdom where the tightening 
of monetary policy was particularly marked, total fixed 
investment which increased by 13, I % in 1988 is only ex
pected to rise by about 4,6 % in 1989 and by I Y. % in 1990. 
In the other countries, where the tightening of monetary 
policies was less severe or where wage pressures are less 
intense, investment activity should on the whole be sus
tained. 

These experiences underline the importance of a monetary 
policy reaction to inflationary pressures which is sufficiently 
quick so as to remain moderate and of an equitable sharing 
of the stabilization burden between monetary and budgetary 
policies and wage developments. Policies and behaviour 
which will allow sustained investment levels to continue are 
all the more necessary now that there are certain risks 
pertaining to extra-Community exports. 

According to current forecasts for 1990, Community exports 
to third countries are expected to increase by 6 % (see Table 
I.I). It has been assumed that total imports by the rest of 
the world given the technical assumption of an almost stable 
dollar exchange rate would also increase by 6 %. The Com
munity's market share is therefore expected to remain un
changed. This latter assumption could turn out to be opti
mistic, if the stalling of the international adjustment of 
payments balances provokes a depreciation of the dollar to 
a level more conforming to long-term fundamental economic 
variables (see Chapter 4). 

In these conditions the Community economy is facing two 
major challenges: 

(i) the first is to strengthen further the internal determinants 
of growth so as to accelerate the reduction of unemploy
ment, help the poorer countries and regions to catch up 
and allow the Community to gain the full benefits of the 
completion of the internal market; 

(ii) the second is to ensure that growth does not founder on 
an accumulation of inflationary pressures and external 
and budgetary imbalances which, furthermore, would 
risk calling into question monetary cohesion in the Com
munity . This is all the more necessary now that the 
progress aimed at during the first stage of economic and 
monetary union assumes greater convergence towards 
monetary stability. 
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Part A - The Community economy 

2. The fundamental improvement in the 
Community economy 

Higher growth and more stability ... 

After recovering from the oil price shock of 1979/80 real 
GDP growth has steadily accelerated and has now reached 
a trend rate of increase of more than 3 % per year. Employ
ment, where Europe has lagged behind other major econom
ies, is now on a trend rate of growth of over I % per year 
reversing the poor performance of the 1970s and more than 
compensating for the job losses of the early part of this 
decade. Unemployment is also declining, albeit slowly, and 
is expected to be about 9 % in 19901 . 

Growth has accelerated unevenly in the Community during 
the 1980s. In the years immediately after the second oil 
price shock (1981-1984) only Denmark and Luxembourg 
maintained annual average growth rates above 3 %. Between 
1984 and 1987 the strongest growth dynamics became evi
dent in some Member States which were not then members of 
the exchange rate mechanism (ERM) of the EMS (Portugal, 
Spain and the United Kingdom); Italy and Luxemburg also 
exceeded the Community average. Today Spain and Portu
gal continue their exceptional growth and Ireland has started 
to catch up. Furthermore several ERM countries (Belgium, 
Germany, France and, as before, Italy and Luxembourg) 
have now moved to or above the Community average. 

The improvement in the Community's economic perform
ance had already started in the first half of the 1980s, when 
inflaJion was reduced by half despite the devaluation of the 
Community currencies. This resulted from the implemen
tation of stability-oriented monetary policies and a good 
adjustment of nominal wage increases to declining inflation 
rates. In 1986 and 1987 the slowdown of inflation was further 
facilitated by the reduction in oil prices and the appreciation 
of the Community currencies. 

The recovery of the Community economy in the 1980s is the 
result of many fundamental improvements. These stem from 
broad reorientation of economic policy involving the im
plementation of supply-side policies from the beginning of 
this decade which are now providing a basis for favourable 
medium-term prospects. Three key elements of the funda
mental improvements are: (i) the new dynamics of the in
vestment-led growth process sustained by the positive expec-

1 See box on the measurement of unemployment in the Community. 
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tations created by the completion of the internal market; (ii) 
the higher employment content of growth; and (iii) the 
renewed catching-up of the less-favoured regions and 
countries of the Community. 

... thanks to supply-side improvements: 
investment-led growth, ... 

In the second half of the 1980s the Community achieved a 
transition to investment-led growth. Investment in equip
ment in the Community began to increase strongly in 1985. 
Since then the strong momentum in equipment investment 
has been maintained except for a temporary interruption in 
1986, when uncertainties arose from the devaluation of the 
dollar and from the change from export-led to domestic 
demand driven growth, which required a restructuring of 
production. By that year, however, investment in construc
tion had also recovered. The result was a steady acceleration 
in total investment entailing a rise in the share of investment 
in GDP, which is, however, still about 3 percentage points 
below the level of the 1960s. Furthermore, public investment 
has not yet begun to recover as a percentage of GDP. 

The higher investment had positive effects both on the supply 
and on the demand side. These effects were reinforced in 
recent years by the dynamic expectations and the first adjust
ments due to the completion of the internal market. Evidence 
from surveys carried out by the Commission in mid-1989 
among industrial firms in the Community (see Chapter 5 
and Study No 5) confirms that the private sector is already 
adapting its strategies and its investment decisions. On the 
supply side the rate of growth of the capital stock began to 
accelerate from 2 Y. % in the mid- l 980s to 3 % in 1990. In 
combination with an improvement in capital productivity, 
which reversed a declining trend since the 1960s and which 
was not least due to the improvement in capacity utilization, 
the faster-growing capital stock provided the opportunity to 
meet growing demand without endangering the external 
equilibrium or price stability. In the medium term, however, 
the growth in capital productivity may not continue at 
the same pace even if more determined efforts to decouple 
individual working time from operating hours of machinery 
could further improve it. Should capital productivity start 
to fall again, still stronger investment efforts would be re
quired to provide the capacity which is necessary to sustain 
the improved growth performance. 

... higher profitability of the capital stock ... 

The impressive investment performance in the second half 
of the 1980s was made feasible as profitability of the capital 



The fundamental improvement in the Community economy 

Table 2.1 

The recovery of the Community economy in the 1980s 

Real GDP 
Employment 
Private consumption deflator 
Net borrowing/lending of general government 1 

Balance of current account 1 

Unemployment2 
Capacity utilization 

1973 
1960 

4,8 
0,3 
4,6 

-0,83.4 
0,4 

1973 

2,8 
85,8 

As% of GDP, period averages respectively 1961-73; 1974-81; 1982-84; 1985-87; 1988-90. 
As % of the civilian labour force, based on the EC labour force survey. 

3 1970-73. 
EUR 10: EUR 12 excluding Greece and Portugal. 
Average of first three quarters of 1989. 

Table 2.2 

Supply-side developments in the Community 

Total investment 1 

of which 
• equipment 
• construction 

Capital stock 
Capital intensity 
Capital productivity 
Real compensation per employee2 

Real unit labour costs3 
Profitability3 
Long-term interest rate adjusted for inflation4 

Gross fixed capital formation at constant prices. 

1973 
1960 

5,6 

5,45 
3,15 

5,2 
4,9 

-0,4 
4,6 

1973 

94,2 
93,0 
0,4 

1981 
1973 

1,9 
-0,1 
12,3 

-3,74 
-0,3 

1981 

8,1 
77,4 

1981 
1973 

-0,4 

1,2 
-1,3 

3,5 
3,6 

-1,5 
2,4 

1981 

104,1 
64,8 

3,8 

From the point of view of costs: compensation of employees per wage and salary earner deflated by the GDP deflater. 
3 1961-73 = 100. 

Long-term interest rate deflated by the GDP deflator. 
1970-73. 

(annual% change, unless otherwise stated) 

1984 1987 1990 
1981 1984 1987 

1,6 2,6 3,4 
-0,5 0,8 1,4 

8,7 4,4 4,3 
-5,4 -4,8 - 3,1 
-0,1 1,0 0,2 

1984 1987 1990 

10,8 10,4 8,7 
79,0 83,0 86,05 

(annual% change. unless otherwise stated) 

1984 1987 1990 
1981 1984 1987 

-0,1 3,6 6,7 

1,1 7,0 8,6 
-0,4 1,4 4,9 

2,3 2,3 2,8 
2,8 1,4 1,4 

-0,7 0,3 0,6 
0,8 1,0 1,2 

1984 1987 1990 

100,2 97,8 95,7 
71,9 80,5 87,6 

5,2 5,4 5,1 
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Part A - The Community economy 

stock has been recovering steadily since 1981. The moderate 
increases in real wages compared with productivity growth 
in the Community have been the major reason for the 
increasing rate of return on productive capital. The result 
was lower real unit labour costs, which in 1990 might be 
about 8 % below their level at the beginning of the 1980s. 
In addition to moderate wage growth, profitability has been 
further boosted by higher capital productivity. The terms of 
trade improvement in 1986/87 also assisted by reducing 
production costs. Nevertheless, profitability is still below the 
levels of the 1960s. Given the unacceptably high unemploy
ment in the Community, and thus the need for even more 
employment-creating investment, further recovery in prof
itability is desirable. For that reason the moderate growth 
of real wages witnessed in the Community in this decade 
ought to continue for some time. 

Furthermore, the improvement in investment has been as
sociated with a rise in the national savings ratio in the 
Community. This permitted investment to accelerate while 
external equilibrium was maintained. The rise in the national 
savings ratio has been primarily due to a reduction in govern
ment dissaving while the private sector saving ratio has 
remained stable as an increase in the saving ratio by the 
enterprise sector, reflecting greater profitability, has been 
offset by a decline in that of the household sector. In 1989 
government saving has become positive again after declining 
to -1 ,3 % of GDP in 1981 from + 5,0 % in 1970. Further 
substantial progress in public saving is required , however, 
to ensure that adequate funds are available to finance the 

Table 2.3 

Shares of the Community in OECD exports1 

1980 

All products 25 ,5 

Agriculture 11 ,9 

Manufactured products 26,7 

• sectors with weak global demand2 27,1 

• sectors with medium global demand3 27,0 

• sectors with high global demand4 25,8 

Extra-EC exports as % of 1otal OECD exporis. 

continuing expansion of investment. This remains valid even 
if improvements in profitability allow the corporate sector 
to make an even greater contribution to national savings. 

. .. and reinforced export competitiveness, ... 

The fundamental improvement of the Community economy 
can also be seen in the export performance of its manufactur
ing sector. In the early 1980s, the Community's share of 
exports to industrialized countries was reduced significantly. 
Most worrying were the losses of more than I O % of its 
export share in sectors with medium and high global de
mand. Since 1984, however, the loss in market share has 
virtually come to a halt. In sectors of high demand the 
Community's share has even regained some lost ground. This 
occurred in spite of the real appreciation of the Community 
currencies between 1985 and 1987 and indicates improve
ments in the structural competitiveness of the Community. 

.. . supported by new demand dynamics 

The higher investment activity was itself a key element in 
the improving demand in the Community economy. The 
rate of growth of total demand rose steadily between 1981 
and 1988. At the same time the relative weights of its com
ponents have changed substantially (see Graph 2.1 ). 

(%) 

Period 1980-84 Period 1984-8 7 

1984 Difference 1984 1987 Diffe rence 

23,7 -1 ,8 23,7 23,7 0 

12,5 + 0,6 12,5 13,5 + 1,0 

24,6 -2,1 24,6 24,3 - 0,3 

28,4 + 1,3 28,4 27 ,1 - 1,3 

23,6 - 3,4 23,6 23,6 0 

22,9 - 2,9 22,9 23,4 + 0,5 

3 Growth of domest!c demand !n EC + USA + Japan below the average of tota l manufactured products; ~.g. tex~iles. stee.1. meta l goods. 
, G rowth of domest1.c demand 1~ EC + USA + Japan at the average of total manufactured products; e.g. rndustna l machinery, transport equipment. 

G rowth of dome~uc dcm~~d m EC + USA + _Japan a.l>?ve the average of total manufactured products; e.g. electrical equipment and electronics, information technology, chemicals. On the 
methodology sec Competi tiveness of European mdust ry . m European Economy, No 25 , September 1985. 
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Especially in 1984 a strong export performance played an 
important role in overcoming the stagnation of the early 
1980s. Subsequently domestic demand began to dominate in 
accelerating growth. The improvement in the terms of trade 
in 1986 and 1987 gave a further stimulus to domestic demand 
growth as it resulted in an unexpected increase in real in
comes which in turn boosted private consumption. This 
acceleration of total demand, together with the improvement 
in the profitability of the capital stock and the change in 
expectations due to the completion of the internal market, 
explains why investment both in equipment and gradually 
in construction have since become the most dynamic 
elements of demand. 

Record employment creation ... 

The Community's strong growth performance has been suc
cessfully translated into record rates of employment creation. 
Between 1983 and 1990, 8 million additional jobs will have 
been created. This more than compensated for the 3,5 million 
jobs lost in the aftermath of the second oil shock between 
the previous employment record on Community level in 
1980 and the trough in 1983. The average hours worked per 
person employed have continued to decline as the major 

The fundamental improvement in the Community economy 

part of the new employment created has been part-time; 
therefore labour volume has grown by less than the total 
number of jobs. 

Table 2.4 

Employment in the Member States 
( Index 1980 = f/)() ) 

1973 1981 1983 1984 1987 1990 

B 101,0 98,0 95,7 95,7 97,8 100,8 
DK 97,0 98,7 99,4 101,1 107,1 106,7 
D 100,8 99,3 96,1 96,2 98,5 101,9 

GR 94,8 104,9 105,2 105,5 106,8 109,5 
E 110,5 97,4 96,0 93,7 99,7 108,9 
F 98,9 99,4 99,2 98,3 98,2 101,3 

IRL 93,6 99,1 97,2 95,4 93,5 96,8 
I 96,0 100,0 101,2 101,6 103,6 106,6 
L 98,4 100,3 99,7 100,3 107,2 113,7 

NL 97,8 98,5 94,3 94,2 98,6 102,4 
p 101,0 101,0 98,0 96,5 96,4 101,3 
UK 99,3 96,1 93,2 95,0 98,7 104,3 

EC 99,8 98,8 97,2 97,3 99,8 104,0 

All member countries except Ireland have succeeded in at 
least regaining 1980 employment levels (see Table 2.4). The 
strongest performances in terms of employment creation in 
the 1980s were observed in Luxembourg ( + 13,7 %), Greece 
( + 9,5 %), Denmark ( + 6,7 %), Spain ( + 8,9 %) and Italy 
( + 6,6 %). The United Kingdom suffered the heaviest em
ployment losses in the Community between 1980 and 1983; 
since 1983, however, its employment creation has been nearly 
twice the Community average. These rates are on a per 
capita basis and do not take into account the growth of 
part-time employment which was quite different between 
member countries. A more detailed picture of employment 
developments in the Community on the basis of full-time 
equivalents is presented in the Commission's 1989 report on 
'Employment in Europe'. 1 

. .. facilitated by a higher employment content 
of growth 

The acceleration of job creation throughout the Community 
went along with the higher economic growth. At the same 
time the employment content of growth increased signifi
cantly. In the 1960s annual GDP growth of 4,8 % barely 

I COM(89) 399 final. 
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created 0,3 % of new employment in the Community (see 
Table 2.1). Today, a GDP growth trend of somewhat above 
3 % is accompanied by net annual employment expansion 
of more than 1 % . 

From a macroeconomic viewpoint the increase in the em
ployment content of growth can be related to the profound 
change in relative factor costs in the Community. In the 
1970s the increase in the cost of labour relative to capital 
produced a situation where a large share of the investment 
taking place was designed to replace the relatively expensive 
factor of production. Today capital intensity is growing at 
less than half the rate of the 1970s. The implication of this 
development is that investment now has a substantially 
greater employment content. 

These macroeconomic developments were underpinned by 
important structural changes in the Community economy : 

(i) measures to improve the adaptability of labour markets, 
including the growing number of temporary jobs, have 
contributed importantly to the recovery of employment; 

(ii) the reduction of working time per person employed, in 
recent years has been due in particular to growing part
time employment : 70 % of all additional employment 
between 1983 and 1987 was part-time. The share of part
time employment in total employment reached 12,8 % 
in 1987 in the Community; 

(iii) the steady expansion of the service sector in the Com
munity. Since in the service sector the average growth of 
labour productivity is lower than in the manufacturing 
sector, its growing weight in the total economy implies 
an increasing employment content of total growth. 

Until 1987 employment expanded only in the service sector. 
Between 1974 and 1987, 14,2 million additional jobs were 
created in the service sector ( + 23 %), which now provides 
more than 60 % of Community employment (see Table 2.5). 
Employment in industry recovered slightly in 1988 after 
15 years of uninterrupted decline, during which the Com
munity lost nearly 20 % of its industrial employment (more 
than 9 million jobs). In agriculture employment shrank by 
4,6 million, or nearly one-third, in the same period. 

Unemployment declines slowly ... 

In spite of the favourable development of employment, un
employment has declined only slowly. After it peaked in 
1985 at I 0,9 %, it will have come down by some 2 percentage 
points to around 9 % in 1990 (see Table 2.6), which is still 
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one-third above the level of 1980 and three times the level 
of 1973. Differences among member countries remain vast 
with Luxembourg at 1,7 % in 1990 and Spain at 16,5 %. 
These differences have, however, narrowed somewhat since 
1985 thanks to the significant reduction of unemployment 
in Spain. The United Kingdom, Belgium and Portugal have 
also done better than the Community average. 

Table 2.5 

Employment by sector in the Community 

Agriculture 

Industry 

Services 

Total 

1958 1974 
(EUR 51) (E UR 51) 

22,8 

39,1 

38,1 

100 

10,8 

41 ,0 

48,2 

100 

' Belgi um, Germany, France, Ireland, Ita ly. 

Table 2.6 

Rates of unemployment 1 in the Member States 

( % ) 

1974 1987 
(EC) (EC) 

11 ,5 7,8 

39,5 32,1 

49,0 60,1 

100 100 

(% of civilian labour force) 

1973 1980 1985 1990 

B 2,4 7,9 11 ,7 8,8 

DK 0,9 6,6 7,6 7,6 

D 1,0 3,3 7,3 5,4 

GR 2,0 2,8 8,7 8,5 

E 2,6 11,6 21,9 16,5 

F 2,8 6,4 10,3 9,1 

IRL 5,7 7,4 18,4 16,2 

I 6,4 7,7 9,4 10,6 

L 0,0 0,7 3,0 1,7 

NL 2,3 6,2 10,4 9,6 
p 2,7 7,8 8,5 5,2 

UK 2,2 5,7 11 ,5 6,5 

EC 2,8 6,4 10,9 8,7 

I Annua l averages; from 1983 unemployed according 10 EC la bour force survey; before 1983 
SOEC estima tes. 



... but specific problems remain 

Youth unemployment has declined much faster than unem
ployment in general, due to demographic factors and specific 
youth-oriented labour market programmes. But it is still at 
a very high level; in Spain, for example, the youth unemploy
ment rate remains above 40 %, and in Italy above 30 % (see 
Table 2.7). Unemployment of women also remains a specific 
problem. 

As the economy gains momentum the increase in the share 
of long-term unemployment appears to have come to a halt. 
It stands, however, well above 50 % of total unemployment 
(see Table 2.8). Closer examination indicates that among the 
long-term unemployed the share of those out of work for 
between one and two years is actually declining whereas the 
share of the 'very long-term unemployed' (out of work for 
two years or more) is still increasing. This might indicate 
that the improvements in the labour market are gradually 
reaching the more problematic groups of unemployed. But 
with some 5 million very long-term unemployed in the Com
munity, major efforts at employment creation and specific 
labour market policies are still required. 

The increase in the labour supply partly explains the rela
tively slow reduction in unemployment. On the one hand, 
the population of working age is still expanding, although 
its rate of growth has fallen sharply from its peak in the 
early 1980s. On the other hand the participation rate has 
started to recover along with the gradual improvement in 
labour market conditions. The decline in male participation 
has come to a halt, whereas female participation has con
tinued its steady expansion. 

Table 2.7 

Specific rates of unemployment' in the member countries 

1985 1988 1985 1988 1985 

B DK D 

Total 11,7 10,4 7,6 6,4 7,3 
Male 7,6 7,1 6,1 5,4 6,3 
Female 18,5 15,7 9,3 7,6 8,8 
Youth ( < 25 years) 25,2 20,3 11,2 9,4 10,5 

IRL L 

Total 18,4 17,8 9,4 10,6 3,0 
Male 17,8 17,3 6,2 7,2 2,2 
Female 20,0 18,9 15 ,5 16,8 4,4 
Youth ( < 25 years) 26,5 25,9 31,6 32,5 6,8 

I Unemployed based on EC labour force survey. 

1988 

6,4 
5,3 
8,1 
6,4 

2,2 
1,6 
3,3 
5,4 

The fundamental improvement in the Community economy 

The Community has wide scope for increasing its partici
pation rate (65 Y2 %) which remains significantly lower than 
in other industrial countries, e.g. USA (76 %), Sweden 
(82 Y2 %) or Japan (72 Y2 %). A growing participation rate 
is per se a positive phenomenon. It broadens the base for 
economic growth. Furthermore it reduces the dependency 
ratio, i.e. the economically inactive and the unemployed in 
relation to total employment, which has started to decline 
to slightly below 1,5. This is, however, still higher than in 
the 1960s and compares unfavourably with the USA (1 ,2) 
or Japan (0,9). 

Real convergence goes hand-in-hand 
with faster growth 

Another important element of the economic recovery has 
been the resumption of the real convergence process in the 
Community as its least-favoured regions and countries have 
been catching up since the mid-l 980s. A harmonious devel
opment within the Community is one of its fundamental 
economic and social objectives. Measured in terms of real 
GDP per capita, however, vast differences remain; even 
today, for example, Greece and Portugal barely exceed 50 % 
of the Community average. In terms of unemployment Spain 
and Ireland are far above the Community average (with 
unemployment rates of 19,6 % and 17,8 % respectively, in 
1988, compared with 10 % in the Community on average). 

Regional discrepancies are even larger than the differences 
at the national level. This is true for all Member States; it is 
of particular importance for Italy where the GDP per capita 

( % of the respective civilian labour force) 

1985 1988 1985 1988 1985 1988 1985 1988 

GR E F 

8,7 8,5 21,9 19,6 10,3 10,2 
6,3 5,8 20,4 15,3 8,5 7,9 

13,l 13,2 25,3 27,8 12,7 13, l 
24,5 27,4 48,4 40,7 26,l 22,9 

NL p UK EC 

10,4 10,3 8,5 5,6 11,5 8,7 10,9 10,0 
9,3 7,5 6,3 3,9 11,8 9,1 9,5 8,1 

12,5 14,8 11 ,7 8,0 11,0 8,2 13,0 12,8 
17,6 17,2 20,2 13,0 18,6 12,3 23,3 19,9 
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Table 2.8 

Shares of long-term and very long-term unemployment' in the member countries 

1983 1987 1983 1987 1983 1987 

B DK D 

Long-term 
unemployment2 64,l 73,0 32,2 23,0 38,4 47,2 
Very long-term 
unemployment3 41,8 55,4 12,3 7,8 14,9 30,0 

IRL L 

Long-term 
unemployment2 35,2 63,8 54,6 65,0 32,7 33,6 
Very long-term 
unemployment3 19,7 45,2 28,0 42,4 14,4 15,6 

On the basis of the EC labour force survey, see COM(87) 231 final. 
Unemployed for one year or more. 

J Unemployed for two years or more. 
1985. 
EUR IO: EUR 12 without Spain and Portugal. 

' 1985 for the Netherlands. 

in the North significantly exceeds the EC average whereas 
the South Jags far behind, and for Spain where the North
East and the region of Madrid come close to the Community 
average whereas again the South is significantly poorer (see 
Table 2.9). 

In recent years, the less-developed member countries have 
improved their economic performance. In fact Spain, Portu
gal and Ireland have achieved impressive results, growing 
faster than a Community average that has itself risen. As in 
the 1960s, better economic growth throughout the Com
munity is going hand-in-hand with a gradual decline of 
economic disparities. The exception is Greece, which con
tinues to fall behind. 

In Spain and Portugal the acceleration of growth was led 
by investment. Strong efforts to increase profitability have 
manifested themselves in lower real unit labour costs, which 
declined by more than 10 percentage points in Spain and 
more than 15 percentage points in Portugal in the first half 
of the 1980s (see Table 2.10). Furthermore their accession 
to the European Community in 1986 provided promising 
demand prospects. Thus the share of investment in total 
GDP expanded by more than one-fifth to about 26 % in 
Spain, and even by almost one-third to about 30 % in 
Portugal. This dramatic increase of the investment share was 
accompanied, however, by a swing from surplus to deficit 
in the current accounts of both countries (see Table 2.11) 
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( % of total unemployment) 

1983 1987 1983 1987 1983 1987 1983 1987 

GR E FR 

32,3 43,9 52,5 60,6 39,6 44,6 

11,7 19,3 42,8 17,7 25,l 

NL p UK EC 

46,9 56,4 45,2 53,4 44,8 46,0 46,3 53, l 

22,3 35,74 32,6 24,8 32,0 22,35 34,96 

implying that an important part of the additional investment 
effort was financed by an import of real resources from 
abroad. To ensure that these countries continue to catch up, 
domestic saving should be strengthened by further re
ductions in public dissaving. The investment-led growth also 
helped both countries to reduce their rates of inflation; in 
Portugal, however, it remains in double-digits. 

Table 2.9 

GDP per capita 
( Purchasing power standards. EC = JOO) 

GR E IRL p 

1960 38,4 59,2 61 ,4 91,2 37,6 
1973 56,3 77,4 59,9 98,8 54, l 

1986 56,0 72,2 63,4 104,0 52,8 

North- South North- South 
East West 

19861 86,2 57,4 127,4 68,9 

1988 54,4 74,8 64,6 104,8 53,8 
1989 54,0 75,7 66,0 105,1 54,5 
1990 53,6 76,3 67,3 105,2 55,4 

I Level I regions. of Spain and Italy respectively. 



The fundamental improvement in the Community economy 

Table 2.10 

Investment shares and real unit labour costs in the less-developed countries of the Community 

GR E 

Investment 2 shares (as % of GDP) 
1986 18,5 19,2 
1990 19,2 25,7 

Real unit labour costs (1981 100) 
1986 99,8 88,1 
1990 99,3 85,8 

I EUR 12 without Greece, Spain. Ireland, Italy, Portugal. 
l Gross fixed capital formation at current prices. 

In Ireland the acceleration of growth was export-led. Budget
ary consolidation and moderate wage developments 
dampened domestic demand and imports. At the same time 
the competitiveness of the Irish economy improved and 
enabled its exports to benefit fully from the more favourable 
economic performance in the rest of the Community, in 
particular in the United Kingdom. Aided by its membership 
of the exchange-rate mechanism of the EMS, inflation remai
ned very low. Moreover, with its current account surplus 
and an improved public deficit Ireland has a sound basis for 
further catching up. The investment ratio, however, has not 
yet improved. Efforts are still required to improve supply-

Table 2.11 

Macroeconomic equilibria in the less-developed countries of the EC 

GR 

E 
IRL 

I 
p 

EUR 71 

EC 

Innation rates 
(private consumption) 

1986 1990 

22,0 15,0 

8,7 6,3 

3,9 4,0 

5,8 6,0 

13,5 11,3 

2,0 3,5 

3,8 4,5 

I EUR 12 without Greece. Spain. Ireland. Italy. Portugal. 

IRL p EUR 7 1 EC 

18,4 20,0 22,4 18,6 19,0 
18,9 20,0 30,9 20,4 20,9 

93,4 95,7 83,7 94,5 94,0 
84,9 95,3 76,6 92,2 91,9 

side conditions and to complement the better export per
formance with stronger investment activity. 

In Greece real unit labour costs improved much less than in 
the Community as a whole. The room for manreuvre which 
could have been gained from the smaller current account 
deficit has been absorbed by the higher public deficit. Thus 
investment is still insufficient. Furthermore, despite some 
improvement, the Greek inflation rate remains by far the 
highest in the Community. In Greece fundamental adjust
ments are necessary for the economy to begin catching up 
again. 

Balance of current Net lending 
transactions or net borrowing 
(% of GDP) of general government 

(% of GDP) 

1986 1990 1986 1990 

-5,2 -3,5 -11,6 -20,0 

1,7 -4,0 -6,1 -2,4 

-2,9 1,8 -11,0 -1,5 

0,5 -1,4 -11,7 -9,8 

3,9 -3,4 -7,8 -6,1 

1,5 1,3 -2,5 -0,7 

1,2 0,2 -4,8 -2,9 
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Building upon the fundamental 
improvements for further progress 

The Community has regained solid economic ground. The 
reduction of unemployment and the catching-up process 
have begun. But to achieve a further substantial reduction 
of unemployment and a lasting catching-up process of the 
less-developed countries and regions, the recent favourable 
performance has to be maintained and even further im
proved. With regard to the fundamental elements of econ
omic performance this requires: 

(i) continued improvements in the structural competitive
ness of the Community economy, in particular in the 
strategic sectors of high global demand and advanced 
technology. An effective policy to stimulate and coordi
nate research and development should contribute to this; 

(ii) a further increase in the share of investment in the 
Community which calls for continued moderate wage 
increases and higher capital productivity, e.g. brought 
about by a decoupling of working time from operating 
hours of machinery. At the same time it is ·essential to 
ensure that an adequate level of savings is available 
to support such investment without endangering the 
external equilibrium. Budgetary policies will have to 
maintain the trend towards a decline in government 
dissaving or an increase in government saving; 

(iii) further steps to improve the functioning of the labour 
markets as they were developed in the Commission's 
1989 report ' Employment in Europe' . The Community 
can and must continue to expand its employment so as 
to reduce its still unacceptably high unemployment and 
to offer employment to the new labour market entrants 
who have to be expected either still for demographic 
reasons or because of growing participation - in par
ticular of women - or because of immigration. Experi
ence shows that the employment content of growth can 
continue to be improved if appropriate signals from 
relative factor costs and determined employment
oriented policies are combined. 

These tasks have to be tackled throughout the Community. 
They are, however, particularly important for the regions 
and countries which need to catch up. For them the funda-
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mental policy approach is the same as for the Community 
as a whole, but the implementation requires extraordinary 
efforts. The Community fully supports them in these efforts 
in particular with its reformed and enlarged structural Funds 
and its financial instruments (see Chapter 5). 

To achieve these tasks the Community has in recent years 
developed a coherent economic strategy: the completion of 
the internal market, growth and employment policies along 
the lines of the 'Cooperative growth strategy for more em
ployment' and policies for economic and social cohesion. 

The completion of the internal market will be the engine of 
growth. It is creating a new dynamism and a large potential 
for economic growth and employment creation. It thus wid
ens the scope for further solid improvements in the Com
munity's economic performance. Indeed it is generating di
rect and indirect cost reductions, greater competition as well 
as· incentives for firms to organize more efficiently, for more 
research and development, new processes and new products. 
In this context it is remarkable that, according to the already 
mentioned survey, the completion of the internal market 
will lead to a reallocation of investment towards the less
developed member countries and will thus provide a positive 
effect on the catching-up process of these countries (see 
Chapter 5). Lower costs and higher productivity are enhanc
ing the competitiveness of European enterprises both in 
domestic and global markets. In addition to its beneficial 
effects on growth and employment the completion of the 
internal market will further ease key macroeconomic con
straints as it reduces inflation and improves internal and 
external balances. 

To realize fully this potential the internal market programme 
has to be accompanied by adequate competition, structural 
and macroeconomic policies. Particularly indispensable are 
employment and growth-oriented economic policies along 
the lines developed in the Annual Economic Reports of 
recent years, adequate regional policies to enable the less
developed regions and countries to catch up fully and the 
complete implementation of the social dimension of the 
internal market. In this way the fulfilment of the internal 
market programme will be an important step towards econ
omic and social integration in the Community and will 
provide the basis for economic and monetary union. 



The measurement of unemployment in the Community 

In the Annual Economic Report 1989-90 a new concept to 
measure unemployment is being used in the Community and its 
member countries. According to the new concept the unemploy
ment rate for the Community for 1989 is estimated to be 9,0 % 
as compared to 10,2 % estimated previously. 

In the past the Annual Economic Report based its estimates of 
unemployment mainly on the numbers of persons registered as 
unemployed at the national employment offices. An attempt 
was made to adjust these numbers for some major differences 
in national registration practices (e.g. the treatment of school
leavers). For Spain, Portugal and Greece results of national 
surveys were used as registration which was not considered 
adequate in these member countries. With this approach there 
remained the problem of comparability between member 
countries. Furthermore as national registration practices were 
subject to frequent changes (e.g. from 1987 in the Netherlands) 
it was difficult to get a picture of the 'real' changes in the labour 
market situation. 

To obtain better comparability between countries inside and 
outside the Community and with other international publi
cations the Annual Economic Report from now on will present 
unemployment rates based on the EC labour force survey' for 
all member countries and for the Community. These rates have 
already been used by the Commission for the purposes of the 
structural Fund allocations. They are regularly published by 
the Statistical Office of the European Communities (SOEC) in 
monthly ( Unemployment) and annual ( Employment and unem
ployment) publications. 

To measure unemployment the EC labour force survey uses 
the definition of the International Labour Office (IL0). 2 This 
definition is based on a wide concept of employment and strict 
criteria for unemployment. In the survey a person above a 
certain age (14 years) is considered unemployed, if 

(i) he/she is currently not employed (not even for as little as 
one hour per week), 

(ii) he/she is immediately available for work (within the next 
two weeks), and 

(iii) he/she is actively seeking work (in the sense of having taken 
a specific step to find work within the last month). 

1 The EC labour force survey has been conducted at annual intervals since 1983 and now 
comprises some 700 OOO households; for details see 'Labour force survey-methods and 
definitions·. Eurostat, 1988. 

1 International Labour Organization, 'Resolution concerning statistics of the economi
cally active population, employment, unemployment and underemployment' , Resol
ution I, 13th International Conference of Labour Statisticians (Geneva, 18 to 29 
October 1982), published in Bulle/in of labour statistics. !LO, Geneva . 1983-3, p. I 1-
15. 

The fundamental improvement in the Community economy 

The EC labour force survey has provided comparable annual 
rates of unemployment for the Community as a whole and for 
the member countries since 1983. As a first estimate of long
time series the most appropriate national indicators (registered 
unemployment and national surveys) have been used to extrapo
late the survey results backwards. 

Because of the different criteria used for unemployment in 
national registration and in the survey, the results differ signifi
cantly (see Table). 

Unemployment rates in the EC 
(as % of civilian labour force) 

1983 1987 

Annual EC Annual EC 
Economic survey2 Economic survey2 

Report Report 
1988/89 1 1988/89 1 

B 14,3 12,6 12,3 11,5 
DK 10,1 9,5 7,6 5,8 
D 8,4 6,9 8,1 6,4 

GR 7,8 9,0 7,4 8,0 
E 17,7 17,8 20,5 20,5 
FR 8,9 8,2 10,8 10,5 

IRL 14,9 15,2 19,2 18,0 
I 11,0 9,0 14,0 10,l 
L 1,6 3,6 1,6 2,7 

NL 14,2 12,5 11,5 10,2 
p 5,6 7,7 7,2 6,8 
UK 11 ,6 11,2 10,6 10,6 

EC 10,6 10,0 11,6 10,4 

I Registered unemployed for EUR 9, unemployed based on national surveys for Spain, 

2 
Portugal and Greece. 
EC labour force sample survey. 

The two concepts overlap to a certain extent. In 1987 there 
were 16,5 million registered unemployed in the Community as 
compared to 15, I million unemployed according to the EC 
labour force survey using the ILO criteria. 11,7 million were 
both registered and met the ILO criteria (see Chart). 

There were 3,4 million considered unemployed by the survey 
although they were not registered. This is mainly due to: (i) the 
lack of appropriate registration procedures and facilities in some 
countries (Greece, Spain, Portugal); and (ii) the fact that in the 
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ILO~ 
and regiatend 

ll ,7Mio 

UK only recipients of unemployment benefits are registered . 
FuJ thermore the survey captures part of the 'quiet reserve' of 
job-;,eekers who are either not entitled to unemployment benefits 
or who do not use the employment offices to search for work. 

Furthermore 4,5 million were registered but were not considered 
unemployed according to the survey. Main reasons for this 
are: (i) the person is registered unemployed but considered 
'employed' by the survey. This is possible because the employ
ment concept used by the survey is very wide. Even persons 
working as little as one hour in the reference week are considered 
'employed' contrary to some national registration practices, 
which allow for some small jobs while still keeping people on 

· the unemployment register; (ii) the person is registered unem
ployed but considered 'inactive' by the survey. This may be 
because the survey finds that the person is not available for 
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16,5 Mio 

work within the next two weeks or that he/she is not actively 
seeking work. 

These differences illustrate the difficulty in measuring unemploy
ment. The complex problem of 'unemployment' can probably 
only be adequately treated by using different statistical measure
ments based on different concepts. The most appropriate 
measure depends on the purpose for which it is to be used. 
National registration is basically designed for the needs of the 
different national social security systems and national labour 
market policies. The labour force survey approach attempts to 
measure the actual and the immediately available potential lab
our input into the production process. To capture the socio
economic problem of unemployment an additional definition 
might be called for which would focus on the degree of depen
dence on employment for individual and family subsistence. 



3. Stability and convergence 

The convergence of economic performances, which is one of 
the principal objectives of economic and monetary union, 
concerns two complementary but distinct domains. 

In the economic domain, the strengthening of economic 
and social cohesion needs to be translated into convergence 
towards the highest living standards ('real' convergence) 
through the catching-up of the most disadvantaged countries 
and regions (see Chapter 2). 

In another domain, that of 'nominal' convergence, progress 
is also needed in order to preserve every opportunity for solid 
and balanced growth with stability. 'Nominal' convergence 
implies convergence towards the lowest price increases and 
to external and budget balances which are compatible with 
greater stability in exchange rates . The level and develop
ment of the current external balances remain a significant 
indicator of the compatibility of macroeconomic perform
ances with greater exchange-rate stability. The persistence of 
excessive budget deficits constitutes a potential for monetary 
instability, first in the countries concerned and in conse
quence throughout the system. Progress in this area is all 
the more important as the Community enters into the first 
stage of economic and monetary union . 

Appreciable but insufficient achievements 
in convergence and stability 

Since the start of the 1980s very substantial progress has 
been made towards the greater convergence of costs and 
prices. Between 1980 and 1985 the average inflation rate in 
the Community was cut by more than half, despite inflation
ary pressures caused by the depreciation of the European 
currencies against the dollar. Its further decline in 1986 and 
1987 was facilitated by the fall in oil and raw material prices 
and the appreciation of the ecu. Since then, the inflation 
rate has risen slightly, but has remained below its 1985 
level. The dispersion of inflation rates has also narrowed 
appreciably. For example, the average deviation of the in
flation rates from the minimum, which was still 7,5 percent
age points in 1980, is 4,3 points in 1989. The progress 
made by the countries participating in the exchange-rate 
mechanism within the narrow fluctuation band (ERM narr
ow-band countries) is even more spectacular. In 1990, aver
age inflation for these countries will probably be 2,8 % with 
a minimum of2,3 % (Netherlands) and a maximum of 4,0 % 
(Ireland). The current degree of convergence is thus in line 
with that attained during the 1960s (see Graph 3.1). 

Stability and convergence 
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The group of ERM narrow-band countries thus emerges as 
providing a benchmark in the field of inflation. All the other 
Community countries - Greece, Spain, Italy, Portugal and 
the United Kingdom - at present have rates of inflation 
which are higher than that group's maximum. 

Uneven developments in relative costs 

Wage developments are an even more important indicator 
than price developments for evaluating the sustainability of 
the disinflation process and the compatibility of perform
ances with greater exchange-rate stability. A slowdown in 
nominal unit labour costs, which parallels or exceeds that 
of prices, takes the strain off monetary policy and makes 
the disinflation process less costly in terms of investment, 
growth and jobs. Also, the relative cost movements are 
determinant of competitiveness. Accumulated differences in 
cost levels are contributing to producing external imbalances 
which make it increasingly difficult to stabilize exchange 
rates and necessitate wider and wider interest-rate differen
tials. 

In addition, the emergence of these external imbalances may 
be accompanied by a growing distortion in the domestic 
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Table 3.1 

Private consumption deflator 
( annual % change) 

1980 1985 1986 1987 1988 1989 1990 

E 16,5 8,2 8,7 5,4 5,1 6,8 6,3 
I 20,2 9,3 5,8 4,8 4,9 6,3 6,0 

GR 21,6 18,3 22,0 15,7 13,9 14,3 15,0 
p 21,4 19,8 13,5 10,2 9,6 13,0 11,3 
UK 16,2 5,3 4,4 3,9 5,0 5,3 5,5 

ERM 1 narrow-band countries 

Maximum 18,6 5,8 3,4 4,1 4,9 4,7 4,0 
Average 9,0 3,8 1,1 1,7 1,8 3,2 2,8 

I Exchange-rate mechanism of the European Monetary System. 

Table 3.2 

Nominal unit labour costs1 

( annual % change ) 

1980 1985 1986 1987 1988 1989 1990 

(a) ERM3 narrow-band countries 

Average 9,2 2,8 2,4 1,8 0,5 1,2 1,7 

Maximum 18,6 4,5 5,6 10,6 3,7 2,3 3,2 
Minimum 5,0 0,4 1,7 -0,8 -0,4 -0,9 1,3 

Average deviation 
from the minimum2 4,6 2,3 1,4 3,5 1,3 2,4 0,9 

(b) Other ERM3 countries 

Spain 12,3 5,6 8,5 6,2 4,3 6,4 5,7 
Italy 18,9 8,1 5,4 5,9 6,1 6,4 5,4 

(c) Non-ERM3 countries 

Greece 15,6 20,8 12,2 12,0 15, I 18,6 14,4 
Portugal 19,5 19,l 12,2 11,4 9,2 8,9 8,8 
United Kingdom 21,7 4,7 4,5 5,0 6,4 7,9 7,2 
I Whole economy. 
2 Unweighted. 
J Exchange-rate mechanism of the European Monetary System. 
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allocation of resources: in a country where costs are growing 
more rapidly than in partner countries but where prices are 
constrained by external competition, profit margins in the 
sector subject to foreign competition tend to narrow, de
pressing investment, growth and employment. On the other 
hand, in a country which year after year gains in cost 
competitiveness, investment increasingly tends to be allo
cated to the sectors oriented towards or open to the outside. 
This allocation of resources is liable to prove inappropriate 
in the long run and will be expensive to redirect. 

For costs, the picture of convergence towards stability in the 
last few years is similar to that for prices. Within the ERM 
narrow-band countries, the deceleration of wage costs has 
contributed very substantially to the attainment of the objec
tive of convergence towards stability. 

The average increase in nominal unit labour costs in these 
countries slowed from 9,2 % per annum in 1980 to 2,8 % 
per annum in 1985 and they are now increasing at a rate of 
about 2 %. At the same time, the gap between the least and 
the most favourable performances has been reduced from 
over 14 percentage points in 1980 to 4,1 points in 1985 and 
1,9 points in 1990. The cumulative variation in nominal unit 
wage costs since 1986 illustrates the degree of convergence 
between these countries even more clearly. 

On the basis of present forecasts, for the four years between 
1986 and 1990, nominal unit wage costs will have increased 
in total by 3,9 % for the most favourable performance and by 
6,9 % for the least favourable, if the two extremes, Denmark 
( + 18,2 %) and the Netherlands ( + 1,4 %), are excluded. 

The relative movements of unit labour costs, with exchange
rate movements taken into account, make a more precise 
measurement of changes in cost competitiveness possible. 
For this indicator, the differences in movements are wider, 
mainly because of the realignment of parities which took 
place in 1987. With the exception of Denmark, all the ERM 
narrow-band countries have gained in cost competitiveness 
since 1986, to varying degrees, against both their 19 principal 
industrialized partners and their Community partners. 

These changes deserve two comments: 

(i) a comparison of the performances of the countries only 
in this group shows that these movements were generally 
in the right direction. In particular, the greater de
preciation of the real effective exchange rates of France 
and Ireland enabled these countries to make room for 
growth while preserving (France) or strongly improving 
(Ireland) their external position. The same is true of 
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Belgium where the maintenance of an external surplus 
on current account is welcome to reduce the external 
indebtedness which built up until the start of the 1980s; 

(ii) they nevertheless pose a specific problem in the case of 
the Federal Republic of Germany, where the depreciation 
of the real effective exchange rate, even if it was relatively 
smaller, contributed to the persistence of the external 
surplus and induced very high profits in the export
oriented sector which could lead to wage increases con
flicting with the pursuit of both the stability and employ
ment objectives. 

Given the links which join the countries of the exchange
rate mechanism, the movements of prices and costs in each 
of these should in the future play a predominant role in 
preventing the appearance of fundamental imbalances or in 
reducing them. In particular, it is important for the countries 
whose external position is more fragile to continue to target 
the best performance in the exchange-rate mechanism since 
this will help to strengthen their competitiveness and to 
preserve a low level of inflation in their own and in partner 
countries. On the other hand, structural adjustments in Ger
many should take place in order to make its growth less 
export-oriented. 

In the other Community countries, the real effective ex
change rate has appreciated, sometimes sharply, in recent 
years. 

In Spain and the United Kingdom, this appreciation of the 
real effective exchange rate can be explained not only by the 
positive inflation differential already mentioned, but also by 
some appreciation of the nominal effective exchange rate 
(weighted average of bilateral exchange rates vis-a-vis the 
partner countries). In Spain, Italy, the United Kingdom and 
Portugal, the loss of cost competitiveness, combined with a 
positive growth differential, led to a deterioration, sometimes 
severe, in the external position. 

In these countries the choice of an appropriate economic 
policy mix remains very delicate. The appreciation of the 
real effective exchange rate is a powerful disinflationary 
instrument. It cannot be used over a long period, however, 
without an adverse effect on the external accounts and 
growth, unless at the same time domestic wage adjustment 
progresses rapidly. The fact that in these countries wage 
costs are no longer helping to reduce inflation or are even 
adding to the inflationary pressures may call into question 
the pursuit of balanced growth and is liable to impede the 
intended progress towards monetary union. 
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Table 3.3 

Nominal unit labour costs 1 (national currency) 
( Cumulative percentage change) 

1980-86 
1986-90 

Whole economy. 

B 

30,1 
4,4 

Exchange-rate mechanism of the European Monetary System. 

Table 3.4 

DK 

38,4 
18,2 

D F 

ERM2 narrow-band countries 

13,6 
3,9 

54,0 
6,9 

Relative nominal unit labour costs in a common currency 1,2 - ERM3 narrow-band countries 

IRL 

60,5 
4,1 

NL 

6,3 
1,4 

I Real effective exchange raie: base index: /980 - /00) 

B/L DK D F IRL 

(a) Against the Community partners 

1986 90,1 102,2 100,9 98,4 112,6 
1989 85,4 107,6 96,0 90,0 98,0 

(b) Against 19 principal industrialized partners 

1986 83,9 93,5 90,8 88,6 103,6 
1989 79,7 98,2 87,4 81,8 90,8 

Relative change. adjusted by movements in the effective exchange rate , of the nominal unit labour costs of one country compared with the average of ilS partners. 
Whole economy. 

3 Exchange-rate mechanism of the European Monetary System. 

Table 3.5 

Relative nominal unit labour costs in a common currency 1,2 - Other Community countries 

NL 

91,4 
86,4 

85,7 
81,3 

( Real effective exchange ra1e: index: 1980 ~ 100) 

E GR p 

(a) Against the Community partners 

1986 90,4 125,8 100,5 97,6 
1989 104,1 135,8 108,7 100,4 

(b) Against 19 principal industrialized partners 

1986 81,0 111 ,6 90,3 89,9 
1989 93,7 120,8 98,1 92,8 

Relat ive change, adjusted by movements in the efTcctive Cl(change rate, of the nominal unit labour costs of one country compared with the ave rage of its partners. 
Whole economy. 
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UK 

91,5 
104,5 

81,4 
92,1 



Polarization of external accounts continues ... 

These developments are all the more worrying because, 
within the Community, the tendency for external positions 
to polarize is becoming more marked. 

It is true that no country any longer has a current external 
deficit that is clearly unsustainable, which was still the case 
in the first half of the decade. From this point of view the 
degree of convergence of external positions has improved 
appreciably. The balance of current transactions in Spain, 
Portugal and the United Kingdom has deteriorated rapidly 
in recent years, however, even though the deficit has still not 
reached an excessive level. On the other hand, Germany's 
current account surplus is continuing to increase, to almost 
6 % of GDP in 1989. 

For external positions the objective cannot be the pursuit of 
convergence towards equilibrium in all countries. It is nor
mal for the relatively less-developed countries or those that 
are under more severe demographic pressure to have deficits 
which enable them to finance higher growth and to invest 
more. In attracting foreign capital on a sound basis, they 
are creating the conditions for a surplus in the countries 
where the level of development is higher. This mechanism 
helps to allocate saving resources to those countries where 
the development need is greatest and thus contributes to 
their catching up. The present size of the German surplus 
cannot, however, be justified by these considerations and it 
may soon become problematic for Germany itself and for 
its Community partners. 

Table 3.6 

Balance of current transactions with the rest of the world 

1980 1985 

Average -1,2 0,8 
Germany -1,7 2,6 

Maximum excluding Germany and 
Luxembourg 1,6 4,1 

Minimum -11,8 -8,2 

Average -0,9 1,4 
Minimum -11,8 -4,6 

I Ex.change-rate mechanism of the European Monetary System. 
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Firstly, this surplus would represent a potential source of 
instability within the exchange-rate mechanism if the capital 
outflows which have counterbalanced it until now were to 
cease or were to be reversed. 

Secondly, in Germany's present situation, which is also 
characterized by a high rate of capacity utilization, the 
pressures exerted by the strength of external demand and 
the insufficient import competition facing domestic pro
duction are a potential source of inflation. 

Thirdly, the increase in Germany's trade surplus goes hand 
in hand with an allocation of investment resources which 
tends to favour the export-oriented industrial sectors. As a 
result, the imbalances between the production structures 
of the various Member States are in danger of becoming 
exacerbated. 

The increase in the German current-account surplus reflects 
a wider divergence of intra-Community trade balances. A 
more detailed analysis of Germany's bilateral trade balances 
with its partners confirms what is to be expected from the 
relative movements of prices and costs within the Com
munity. 

Almost half the increase in the German intra-Community 
trade surplus between 1986 and 1988 derives from only two 
countries, the United Kingdom and Italy, and almost two
thirds derives from these two countries plus Spain, Portugal 
and Greece. Furthermore, more than 60 % (DM 6 billion) 
of the increase in the trade surplus vis-a-vis the six ERM 

/% of GDP) 

1986 1987 1988 1989 1990 

Community 

1,4 0,8 0,3 0,1 0,2 
4,4 3,9 4,1 5,3 5,8 

3,9 1,8 2,4 2,1 2,1 

- 5,2 - 3,0 -3,2 -4,1 - 4,0 

ERM I narrow-band countries 

2,3 1,8 1,9 2,4 2,7 
-5,2 -3,0 -1,8 -2,0 -1,1 
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Table 3.7 
Trade surplus of Germany 

Total 

Communi ty Six ERM 
partners narrow-band 

partners 

1986 112,6 51 ,4 24,9 
1988 128,0 80,8 34,6 

Increase 1986-88 + 15,4 +29,4 + 9,7 

Source: Bundesbank . 

(narrow band) partners derives from the increase vis-a-vis 
the Netherlands. The main reason for this is the fall in the 
price of Dutch gas imported by Germany. 

The more stable bilateral balances of the ERM narrow-band 
countries, vis-a-vis Germany can be explained by several 
factors. First, the greater convergence of prices and wage 
costs with those of Germany plus the effects of the January 
1987 realignment have enabled them to preserve their price 
and cost competitiveness. In addition, the growth differential 
between these countries and Germany has remained small, 
if not negative. These conditions did not obtain in the other 
countries which have generally maintained, in the last few 
years, distinctly positive inflation differentials in relation to 
Germany and have had stronger growth than Germany. 

Table 3.8 
General government net lending ( + ) or borrowing ( - ) 1 

1979 198 1 1983 

EC - 5,3 - 5,3 

of which 

NL E 
+ p 

+ GR 

- 2,3 6,9 4,8 
+ 3,7 12,3 11,4 

+ 6,0 +5,4 + 6,6 

Convergence in the public finances 
is insufficient ... 

( Billion DMJ 

UK 

14,8 
22,4 

+ 7,6 

The strengthening of the Community's monetary cohesion 
also implies a greater convergence of budget balances. In 
this area too there is a great difference between the ERM 
narrow-band countries and the others. 

Among the countries in the first group, substantial though 
still insufficient progress has been made towards the down
ward convergence of budgetary deficits. As a percentage of 
GDP, the average deficit as well as the highest deficit have 
been more than halved between 1981 and 1989. But the level 
of deficit is expected to remain excessive in Belgium and the 

/% of GDP) 

1985 1987 1988 1989 1990 

- 5,2 -4,2 -3,6 -3,0 - 3,2 

(a) ERM 2 narrow-band countries 

Average -2,4 -4,0 
Minimum - 12,7 - 13,7 
Maximum + 1,2 - 1,9 
Maximum excluding 
Luxembourg -0,8 - 1,9 

Spain - 1,7 - 3,9 
Italy - 8,3 - 11 ,5 

Greece - 11 ,0 
Portugal - 9,5 
United Kingdom - 3,2 - 2,5 

1 ESA defin itio n o f general government, which incl udes social securi ty. 
2 Exchange- ra te mechanism of the European Monetary System. 
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- 3,9 
- 11 ,6 
+ 2,6 

- 2,5 

- 4,8 
- 10,7 

- 8,3 
- 9,1 
-3,4 

- 2,7 - 2,6 - 2,3 - 1,3 - 1,3 
- 11 ,1 - 9,1 - 6,5 - 6,0 - 6,1 
+ 4,5 + 2,5 +2,4 + 2,3 + 2,6 

- 1,1 + 1,8 +0,2 + 0,1 +0,7 

(b) other countries 

- 7,0 - 3,6 - 3,2 -2,6 -2,4 
- 12,5 - 11 ,2 - 10,6 - 10,3 - 9,8 

- 12,3 - 14,9 - 19,9 - 14,5 -20,0 
- 10,1 - 6,9 - 6,5 - 6,0 - 6,0 
- 2,7 - 1,5 + 0,8 + 1,5 + 1,1 



Netherlands (5,7 % and 4,2 % of GDP respectively). In view 
of economic and monetary union, it is important for these 
countries to make a further reduction of their deficits a 
priority (see Chapter 7). This is even more necessary in 
Greece, Portugal and Italy. In these countries, budgetary 
policy has, in differing degrees, an essential contribution to 
make to greater convergence. Unless vigorous action is taken 
in this area, the burden which monetary policy has to carry 
in attaining the objective of stability and convergence will 
still be too heavy. 

As a whole, an uneven picture of the 
degree of convergence achieved 
in the Community 

The ERM narrow-band countries form a group in which the 
degree of convergence and monetary cohesion is generally on 
the right track. For. this group, the priority during the first 
stage of economic and monetary union must be jointly to 
preserve the achievement of stability and convergence. Some 
of these countries will in addition have to concentrate on 
completing the process of budgetary consolidation. 

In the other countries, the convergence objective is still far 
from being attained. In these countries substantial domestic 
imbalances still exist, because of strong wage pressures or 
excessive budget deficits. The stabilization of exchange rates 
vis-a-vis their other Community partners, either within the 
exchange-rate mechanism, as is now the case for Spain and 
Italy or, initially, as a result of the course taken by monetary 
policy, will increase the credibility of the stability objective 
and will thus create the conditions for closer convergence. 
But it is also important for the domestic adjustment mechan
isms, in particular wage movements and budgetary policies, 

Stability and convergence 

to make more of a contribution to the objective of conver
gence and stability. 

Governments and monetary authorities will be able to con
tribute by continuing to set targets for the progressive re
duction of inflation, and by themselves pursuing credible 
policies in this area. Moreover it seems essential for these 
countries to give fresh impetus to strengthening the consen
sus between the two sides of industry on the stability objec
tive. In these circumstances, these countries could be better 
able both to attain their objective of domestic stability and 
to contribute to a greater convergence of external positions 
within the Community. 

Even if exchange-rate adjustments are still possible in the 
period up to economic and monetary union, relative develop
ments in supply conditions will be crucial for the reversal of 
the polarization of external accounts in the Community. On 
the one hand, Germany's partners have to pursue policies 
which improve their competitive position by means of dom
estic adjustments: this implies that they will maintain or 
even improve their price and cost competitiveness; and this 
presupposes that they will go on creating conditions con
ducive to investment which in the long run will enable them 
to improve their structural competitiveness. On the other 
hand, it is important for Germany to go on removing the 
structural obstacles which prevent production and employ
ment from being switched to sectors which are less export
oriented. 

These policies will be slow to take effect. But if they are 
implemented in a determined and credible fashion, it will be 
possible to get through the adjustment period without the 
Community's monetary cohesion being called into question; 
it may even be possible to strengthen it further because the 
credibility of stability policies combined with the improve
ment of supply conditions in countries where the external 
position is fragile will encourage stabilizing capital move
ments. 
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4. The Community in its international 
environment 

The economic size of the Community, about one quarter 
of world GDP, is such that its growth prospects depend 
essentially on its own dynamism. Over the last few years, 
and thanks essentially to the prospects created by the com
pletion of the internal market, the economy of the Com
munity appears indeed to have found within itself the sources 
of a new vitality. This is shown, inter a/ia , by the behaviour 
of international investors, who seem to consider that invest
ing in the Community is again a worthwhile proposition. 

Table 4.1 

Relative weights of the largest economic blocs in 1988 
( Al currenl prices and exchange rates, in % ) 

Share of world GDP 

Share of world exports 1 

1 Excluding intra-Community trade. 

EC 

22 Y2 

l9 Y, 

USA 

23 

14 Y, 

Japan 

13 Y, 

12 

Yet, in a world increasingly more integrated, economic devel
opments depend more and more on a healthy international 
environment. The Community, the largest of the trading 
blocs with about 20 % of world exports (not counting intra
Community trade), has a special interest in the preservation 
of a sound international environment and, at the same time, 
an important role to play in ensuring it. 

In 1987 and 1988, world trade expanded strongly thanks to 
the buoyancy of the industrialized countries and to greater 
stability of exchange rates brought about by international 
economic coordination. The most recent forecasts, prepared 
as usual under the assumption of stable exchange rates, 
point to a continuation of the expansion of world trade, 
albeit at a slower pace. 

With regard to three main problems of the world economy 
of recent years, the payments imbalances within the OECD 
area, the protectionist dangers that arise from the persistence 
of large trade deficits and the burden of debt on the LDCs, 
progress has been made. Nevertheless their solution requires 
continuing efforts and international cooperation. 

Maintaining the momentum of 
international adjustment 

The most recent data confirm that the international adjust
ment process is losing momentum . In 1989, the current 
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account deficit of the USA has been reduced, but no further 
progress is expected in 1990. The same trend is forecast for 
the Japanese surplus : after some reduction in 1989, it could 
increase again in 1990. The Community remains approxi
mately in equilibrium. The German surplus is, however, 
increasing (see Chapter 3). 

Current account imbalances have until now been financed 
much more easily than would have been expected earlier. 
Furthermore, international policy coordination has been 
rather successful in preserving a certain degree of exchange
rate stability. 

These are not grounds for complacency. The limited extent 
of the adjustment implies a rapid accumulation of external 
assets and liabilities which generate investment income flows 
that run counter to the reduction of the payments imbal
ances. The risk that exchange and interest rates may come 
under intense pressures if policies are judged inappropriate 
exists. 

The challenge is therefore to give new impetus to policies 
aimed at reducing the international payments imbalances to 
less worrying levels. The necessary adjustment should not 
be obtained, however, at the cost of a reduction in the rate 
of expansion of international trade. Sustained expansion of 
world trade is important to maintain the confidence of 
economic agents both in the industrialized and in the devel
oping world, but it is vital to the growth prospects of the 
indebted LDCs. Policies aimed at modifying the composition 
of aggregate demand will have to be implemented in both 
surplus and deficit countries. The adjustment process will in 
fact imply a sizeable reorientation of trade flows, with poss
ible undesirable negative growth and employment conse
quences. For instance, the logical implication of the need to 
reduce the US deficit is that it will be difficult for the 
Community and Japan to envisage an increase of their world 
market share in the years to come. On the contrary, they 
could have to accept a relative reduction. 

International coordination must be continued and strength
ened to maintain market confidence and thus prevent dis
orderly conditions. In particular, coordination should aim 
at policies which will engineer a resumption of the real 
adjustment process (see Table 4.3). 

Surplus countries will have to maintain the present growth 
momentum and try to increase the share of internal demand 
being met by foreign production. This is particularly impor
tant in the case of the Asian surplus countries, Japan and the 
NIEs, which are still not very open to foreign manufactured 
goods. Imports into these countries have increased in 1988 
at rates of about 20 % in real terms. Given the gap between 
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Table 4.2 

Current account balances 

1985 1986 1987 1988 1989 1990 

(a) in billion USO 

EC 19,3 47,5 32,6 16,6 5 13 
(Germany) (16, I) (39,2) (43,7) (49,4) (62) (72) 

USA -114,4 -142,4 -160,6 -116,9 -99 -102 
Japan 49,1 85,2 88,0 80,1 65 72 

NIEs2 10,2 28,9 28,1 25,0 24 24 

(b) as% of the combined GDP of USA, EC, Japan and the NIEs 

EC +0,2 +0,5 +0,3 +0, 1 0,0 0,1 
USA - 1,4 -1,4 - 1,3 - 0,9 - 0,7 - 0,7 

Japan +0,6 +0,9 +0,8 +0,6 +0,5 +0,5 
NJEs2 +0,1 +0,2 +0,2 +0,2 +0,2 +0,2 

I Hong Kong, South Korea, Singapore, Taiwan. 

Table 4.3 

Growth of real domestic demand 

1985 1986 1987 1988 1989 1990 

(a) Rate of growth of internal demand relative to rest of the OECD 

EC - 1,6 - 0,1 - 0,2 - 0,5 Y. Y, 

USA 0,7 - 0,1 -1,1 - 2,3 - I'!. - I y. 

Japan 0,7 0,4 1,8 4,0 2 Y, 2 

(b) Rate of growth of internal demand relative to that of GDP 

EC - 0,2 + 1,3 + 1,2 + 1,0 + Y, 0 

USA +0,2 +0,7 - 0,6 - 1,5 - '!, - Y, 

Japan - 0,7 - 1,6 + 0,8 +2,0 + Y, 0 
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the levels of exports and imports (especially in Japan) rates 
of increase of this order of magnitude will have to be main
tained for many years to produce a significant reduction in 
the surpluses. 

The USA, as a deficit country, will have to ensure that its 
growth continues to be driven by a strong export perform
ance. The improvement in the current account balance ex
perienced in 1988 was achieved thanks to a real increase in 
exports of goods and services of about 18 %. The most 
recent forecasts show that this remarkable performance is 
not being repeated and that in 1990 the increase of US 
exports will be barely greater than the rate of expansion of 
world trade . 

Progress in reducing the budget deficit would help to contain 
the inflationary pressure still present in the system and would 
ease the task of monetary policy. Continued reliance on 
monetary policy could, via the exchange rate, have adverse 
effects on the current account. Measures aimed at increasing 
further the competitiveness of US exports on the world 
markets would help to offset the effects on activity of the 
necessary reduction of the budget deficit. 

Fresh impetus to a more liberal trading system 

The persistence oflarge trade disequilibria fuels protectionist 
tendencies which threaten the liberal trading system upon 
which the industrial world has built its prosperity. There are 
worrying signs of a movement away from multilateralism 
towards unilateral measures and managed trade. 

The completion of the internal market is further increasing 
the responsibilities of the Community in the major inter
national negotiations to liberalize markets in goods and 
services. The Community's position in this area is clear. It 
is in its own interest for there to be keener and equal 
competition between its own enterprises and those of third 
countries, both within and beyond its frontiers. 

Completion of the internal market is already giving fresh 
impetus to the liberalization of international trade. The 
Community will continue to put its full weight behind further 
advances in this area, particularly in the context of the 
Uruguay Round negotiations. The various agreements 
reached as a result of the examination halfway through these 
negotiations (Montreal 1988 and Geneva 1989) form a useful 
set of commitments as well as a multilateral and detailed 
programme for future work which is heading in the right 
direction. 
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Reducing the burden of debt on the LDCs 

1988 was also a good year for the economies of the LDCs 
taken as a whole. But the strong growth, 4,2 % on average, 
has shown the same differentiation which has characterized 
the whole of the 1980s. The performance of fast-growing 
Asian NIEs, China and India, where growth per head has 
exceeded 8 %, has contrasted with stagnation in the Mediter
ranean region and with a drop in Latin America and Africa. 

The good performance in the Asian countries, particularly 
in those that export manufactured goods, could slow down 
in 1990. The NIEs are already feeling the effects of the 
appreciation of their exchange rates, while other countries 
(such as China and India) are being forced to tighten budget
ary policy. Economic performance in Asia is none the less 
expected to continue to be strong, contrasting sharply with 
the performance of other developing regions. 

Table 4.4 

Performance of the less-developed countries through the 1980s 

Asian NIEs 
China and India 
Latin America 
Sub-Saharan Africa 

for comparison: OECD 

1 Weighted average of consumer prices. 

Average % change 1981-88 

Real GDP 

8,6 
8,1 
1,5 
0,7 

2,8 

Jnnation 1 

3 
6 

120 
23 

5 

Per capita output in the Latin American and sub-Saharan 
countries registered a decline in 1988 which should be only 
marginally reversed in 1990. The external environment was 
not favourable to commodity exporting countries. Higher 
interest rates weigh heavily on countries that are indebted on 
market terms, and the prices of many commodities (cocoa, 
coffee, oil, tea) have been declining. 

In many debtor countries, moreover, there was a deterio
ration in the inflation performance and weakness in adjust
ment policies. An unstable domestic environment has a 
strong adverse effect on national and foreign private sectoi: 
confidence and activities, including savings and investment 
decisions, and does not lead to an efficient allocation of 
resources. Many developing debtor countries need to im
plement more firmly and resolutely structural reforms that 
tackle the distortions and inefficiencies in their economies. 



Large debt-servicing burdens can become a deterrent to 
continuing adjustment and investment. This was increasingly 
recognized during 1988 and 1989 by all the parties conce~ed 
and led to an enhancement of the debt strategy: reduct10n 
of debt and debt service are considered necessary in certain 
cases and may receive the support of the multilateral insti
tutions. Debt alleviation should be directly negotiated be
tween debtor countries and private creditors. Its contribution 
to a higher growth and development potential in problem 
debtor countries will still largely depend on their effective 

The Community in its international environment 

implementation of fundamental policy and structural and 
trade reforms, including trade liberalization. 

For many parts of the developing world, the 1980s will be a 
lost decade. The need to improve their economic situation 
and to further their integration into the world economy was 
underlined at the last Summit of the industrialized countries. 
Only a better growth performance will permit the implemen
tation of policies aimed at protecting the environme~t and 
at the same time allowing a significant development m the 
Third World . 
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5. 1992 as the lever of generalized structural 
adjustment 

The 1992 process becomes a strategy 
for comprehensive structural change 

The Community's programme for completing the internal 
market is a wide and deep strategy. In effect, the objective 
to suppress all frontiers for products and factors of pro
duction is integrated with a much more extensive set of 
policy reforms of a supply-side or structural character at the 
level of the Member States as well as the Community. At 
the Community level the Single European Act embodies the 
political decision to develop the different policy functions 
(internal market, R&D and technology, social policy, the 
structural Funds and cohesion, environmental policy etc.) 
in an integrated manner. The sum of these national and 
Community actions is now thus conceived as a common 
effort to secure, ultimately, a lasting improvement in macro
economic performance. 

The present chapter is devoted to reviewing the progress of 
this ambitious project. This is not easy to do, however, for 
two reasons. First, the instruments of policy action are 
numerous and microeconomic in nature: the 279 actions of 
the White Paper do not even include the accompanying 
policies at the Community level additionally covered by the 
Single European Act, let alone the complementary measures 
of Member States. Secondly, the tracking of the impact of 
numerous microeconomic measures through the perform
ance of the economy is extremely difficult: there is the danger 
of describing too much detail and so losing sight of the 
underlying strategy, and so the causal links between micro
economic actions and macroeconomic results remain rather 
speculative. 

None the less, a number of fundamental principles unify the 
process, and give it overall logic. These can be considered 
under three headings: 

(i) complementarity of competition and collaboration; 

(ii) complementarity of national and Community actions; 

(iii) strategic interaction between public and private sectors. 

The opening of frontiers is first and foremost a policy to 
increase competition, and to achieve economic gains through 
greater efficiency and specialization in production and in
creases in consumer choice. The Community's competition 
policy reinforces this process, as do many regulatory reforms 
undertaken by Member States to improve the functioning of 
private markets. However, the 1992 process is not exclusively 
reliant on the paradigm of competition, and complements 
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this with support for several forms of collaboration and 
solidarity. 

Thus, the R&TD instruments aim at inducing collaboration 
between enterprises in high-technology sectors; the structural 
Funds aim at increasing the resource endowment of rela
tively weak regions; the social dimension proposes some 
minimum rules of social and labour market policies in order 
to ensure some restraints in competition between national 
policy regimes in these respects. In general terms, this mix 
of competition and collaboration reflects the reality that 
private markets often fall short of perfection, and market 
failures or imperfections warrant public intervention. 

The complementarity between national and Community ac
tions has several important features. There are inevitable 
technical linkages between the Community's actions under 
the White Paper and national regulatory policies (for exam
ple financial market integration involves not only the passing 
of Community directives, but a follow-through in terms of 
many more detailed national regulations). Going deeper, 
however, it is a well established economic principle that 
market liberalization which causes flexiblilty and adjustment 
in one area, will require analogous actions of other types if 
the full benefits are to be attained (privatization of State
owned enterprises is one example). Broader still, the 1992 
process has become more than a process of competition 
between industries and service sectors within the Com
munity. It has also become a process of competition between 
virtually the entire economic policy regimes and systems of 
the Member States: all aspects of efficiency of the national 
economies are being reconsidered as the Member States 'get 
fit for 1992'. This is particularly true of the moves to elimin
ate fiscal barriers between Member States which have impli
cations for government revenues. 

The key issues in the process of strategic interaction between 
public and private sectors concern credibility and expec
tations. The Commission's research on 'The economics of 
1992' showed that the greater part of the potential gains 
from completing the internal market should come more from 
changes in the strategic behaviour of the private sector than 
from the simple removal by the public sector of unnecessary 
costs (such as frontier controls, disparate technical norms, 
etc.). In order to trigger such changes in behaviour the 
essential requirement is that the public sector's plan of action 
be judged credible in the eyes of the private sector. The 
Community has in fact taken clear steps in this sense: for 
example the constitutional commitments of the Single Euro
pean Act as regards decision-making methods, irreversible 
financial commitments under the structural Funds, and the 
accelerated legislative performance of the institutions. This 
credibility achieved, the private sector is induced to antici
pate 1992, and individual firms to hasten to position them-



selves favourably for the new market environment expected 
after 1992. With the private sector thus already acting on 
the assumption that '1992 will happen', the public sector 
itself has an easier task in overcoming the usual resistances 
to market liberalizing actions. 

In the light of the foregoing principles, the following sections 
review (briefly and selectively) the policy actions at the 
Community and national levels, and finally report on first 
indications of the response of the private sector. 

A coherent package of Community measures 

The Cecchini Report, which was published in mid-1988, on 
the potential benefits for the Community of completion of 
the internal market, has shown that the elimination of all 
types of obstacles to free trade between Member States 
should lead to substantial economic benefits. In actual fact, 
as is shown in the last part of this chapter, firms are already 
incorporating into their business strategies these market
enlarging horizons and a considerable share of the faster 
rate of growth of investment may be attributed to their 
adaptation to an increasingly competitive environment. 

Completion of the internal market 
well under way 

At the level of the measures envisaged in the White Paper 
the balance sheet is, in quantitative terms, very considerable. 
By the end of 1989, the Commission will have tabled all the 
proposals provided for in its White Paper of June 1985. In 
approving finally 133 directives and regulations, partially 7 
directives and reaching 6 common positions, the Council has 
approved more than 50 % of the programme. 1 

The pronounced acceleration in the rate of Council decision
making since the coming into force of the Single European 
Act is explained by the more general use of the qualified 
majority rule, as well as a considerable degree of pragmatism 
on the part of the Community, namely in the technical fields. 
The approach enshrined in the White Paper and accepted 
by the Council combines the principle of mutual recognition 
and that of harmonization and the development of the 
principal of subsidiarity, but where appropriate its proposals 
envisage a reduction in the degree of Community regulation 

1 Situation at 8 September 1989. 
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in favour of a certain degree of competition between national 
legislations subjected to the play of market forces. 

Obstacles continue to exist where Council decision-making 
requires unanimity. This is especially the case in the area of 
the free movement of persons where the only substantial 
advance made so far concerns the mutual recognition of 
diplomas of higher education following three years of study. 
It is also the case regarding taxation of savings and indirect 
taxes. Moreover difficulties arise with the Member States 
which are not implementing properly Community directives 
and Community law in their own legislation or administrat
ive practices. These shortcomings could lead to distortion of 
competition. 

As is also shown in the box, the directives adopted by the 
Council deal mainly with the elimination of technical barriers 
to the free circulation of goods, services and capital. It has 
thus proved easier to achieve a consensus in the Council in 
cases relating to the suppression of restrictions to market 
access (public procurement, financial services, etc.) and to 
greater liberalization of surface or air transport services and 
telecommunications services. On the contrary there has been 
a much greater divergence of opinion in relation to decisions 
which involve fundamental questions of national policy (e.g. 
fiscal policy) or which appear to involve issues of national 
sovereignty (controls over frontier entry or rights of resi
dence). 

The benefits which are anticipated from the suppression of 
trade barriers will not be realized in full except in the frame
work of a Community whose internal frontiers are com
pletely open. The Commission has also confirmed its will to 
see the Community achieve a greater liberalization of trade 
in goods and services on the basis of mutual advantage 
(global reciprocity), according to GATT rules and spirit and 
taking into account the present Uruguay Round nego
tiations. For example the Directive on the free movement of 
capital adopted by the Council envisages the principle of 
liberalization erga omnes. The second banking Directive will 
allow that a link be made between the establishment within 
the Community of third-country banks and the effective 
market access of Community banks in the third country in 
question. 

As regards public procurement, in certain areas such as 
telecommunications, energy, transport and water presently 
not covered by the GA TT Code, the benefits of their EC 
liberalization in favour of non-Community companies could 
be subject to certain conditions. Finally, in the automobile 
sector, the Commission is advocating a system of progressive 
liberalization of protected markets, though no formal de
cision has as yet been taken. 
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Appropriate accompanying microeconomic 
policies 

The actual realization of the gains anticipated from the 
internal market depend also on the development of certain 
microeconomic policies. 

There is a dual logic which underlies the Community meas
ures. On the one hand it is vital to ensure the maximum 
economic efficiency of the internal market programme; on 
the other, it is desirable that the distribution of effects 
minimizes the uneveness of structural development between 
Member States. 

In a large market devoid of obstacles to trade, the strength
ening of the competitive process is the fundamental con
dition for the achievement of general welfare improvement. 
The translation of productivity gains and reduction of costs 
into price reductions, and the control of the risks of abuse 
of dominant positions necessitate the reinforcement of com
petition policy instruments at the level of the Community. 

In this regard the surge in the number of mergers and 
acquisitions witnessed recently, which also provides evidence 
of the strategic response of firms to 1992, justifies the press
ures on the Council to find a rapid solution to its debates 
on the Commission proposal to control, according to well
defined criteria, certain mergers between firms whose scale 
of activities is Community-wide (see box). 

While actively implementing policies for control of State 
regional and sectoral aids the Commission also intends to 
ensure that the process of deregulation under way in services 
respects both the rules of competition as well as safeguarding 
the public interest in matters of security and reliability of 
service provided. 

Another factor of economic efficiency is the stimulation of 
intra-Community cooperation in the field of research and 
technological development between the various economic 
entities (firms, research centres, universities). The achieve
ment of economies of scale as well as the rapid diffusion of 
technological progress should enhance the current entrench
ment of Community competitiveness in high technology 
products. The Commission has in 1989 presented new pro
posals for a third R&TD framework programme in this spirit. 

In allocating ECU 38,3 billion for the period 1989-93 (in 
1989 prices) for the most disadvantaged regions, I the Com
munity has provided concrete evidence of its commitment 

1 Commission decision of 20 September 1989. 
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to work in favour of a greater degree of social and economic 
cohesion (see box). This financial commitment which, in 
accordance with the new structural Fund regulations, will 
be additional to national public expenditure, should result 
in a considerable strengthening of technical infrastructure 
and human resources, thus allowing these regions to be 
better prepared for the internal market. The combined par
ticipation of the Member States, the regions concerned and 
of the Commission in defining the priority axes of develop
ment, and in the execution of the programmes is aimed at 
securing the effectiveness of the measures undertaken. Once 
all the structural Funds have been allocated the total Com
munity financial commitment will reach ECU 60,3 billion 
for the period 1989-93 (in 1989 prices). 

The completion of the internal market has also given rise to 
some fears on the part of trade unions. Fears have been 
expressed as to the risks of employment loss as a result of 
the inevitable restructuring or of the relocation of centres of 
production towards lower wage cost regions, and about the 
risks to those standards already achieved in the socially most 
advanced countries. 

The concrete evidence for the present marked strengthening 
of economic growth to which the internal market programme 
is making a major contribution, provides the main element 
of a response to these points. Thus 3 million jobs were 
created between 1985 and 1987 at a time when the rate of 
economic growth was 2,5 %; 5 million jobs should be created 
between 1988 and 1990 with an expected annual growth rate 
of 3,5 %. 

In the social field the Commission is acting on a number of 
fronts . The starting point is the development of social dia
logue at Community level which should enable the social 
partners to make their contribution to the consolidation of 
the social dimension of the internal market. 

The strengthening of the Community's social cohesion is 
based on a consensus on fundamental social rights. This 
consensus should, in the opinion of the Commission, be 
translated into a charter adopted at the highest political level 
in the Community. Furthermore the Community possesses 
a regulatory power in the domain of health and safety 
at work, where majority decision-making has enabled the 
Council to adopt important directives. 

The aims of the Community-wide labour market policies are 
to abolish the obstacles to the free movement of persons, to 
achieve greater mobility of workers while ensuring that when 
changing jobs they preserve the social security benefits ac
quired, and to secure the mutual recognition of professional 
qualifications. 



The increasing public concern about environmental prob
lems, particularly as they might concern future generations, 
underlines the need for the Community to develop its policies 
for the protection of the environment. It will be necessary 
to ensure that increased economic growth, resulting in part 
from the success of the internal market programme, is man
aged in a way which as far as possible avoids damage to the 
environment. Moreover, additional resources generated by 
the growth now taking place should provide the means for 
solving environmental problems inherited from the past. 

Such solutions could be created by the pricing of scarce 
environmental resources in a way which ensures strong in
centives for the full integration of the environmental dimen
sion with the decisions of economic agents. Moreover, a 
wider application cf the 'polluter pays' principle will provide 
a basis for the use of a range of fiscal and regulatory 
measures: this should prompt the use of less pollutive pro
duction technologies in order to ensure that the restructuring 
process generated by the internal market is at the same 
time oriented towards environmental considerations. The 
Commission has already proposed that the 'polluter pays' 
principle be applied to those damaging the environment by 
discharging waste, and is considering a framework for fiscal 
incentives to favour the purchase of small 'low-polluting' 
cars. 

The approach to environmental policy must also take acount 
of the international dimension. The Community should en
sure that, as far as possible, it is acting in a way consistent 
with the requirements of sustainable growth and develop
ment, that is development which ensures that progress now 
is not made at the expense of future generations. This theme 
was given particular emphasis in the Brundtland Report 
prepared by the United Nations World Commission on 
Environment and Development. The Community also has 
to play an active role in setting limits on transfrontier pol
lution with its neighbours, in particular the Eastern bloc and 
EFT A countries. 

A series of national initiatives 

As each Member State has set out from a different starting 
point, the nature, extent and direction of adaptation that is 
appropriate to preparing for the internal market varies 
greatly. The changes implied are probably greatest for the 
three most recent members of the Community, Greece, Spain 
and Portugal, which are still in the process of bringing the 
structures of their economies into line with the existing 
situation in the Community. The introduction of VAT in 
Portugal in 1986 and in Greece in 1987, for example, were 
major reforms. The momentum towards the single market 
is speeding up the integration of these three countries into 
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the Community. Examples of this acceleration are Spain's 
decision to bring the peseta into the EMS in June 1989 and 
Portugal's announcement, in September 1989, of plans to 
remove controls on purchases of foreign securities by resi
dents. 

Even for more longstanding members of the Community 
some fundamental changes are implied. Italy's liberalization 
of capital movements has entailed a legal reformulation of 
its exchange control regulations, which have been switched 
from a system that forbade transactions that were not ex
pressly permitted, to one that permitted all transactions, 
with certain exceptions that are now being removed. 

By contrast, other Member States had already effected many 
of the necessary adjustments. Exchange controls were abol
ished in the United Kingdom, for example, in 1979, and 
during the past decade the government has undertaken wide
reaching deregulation of markets, taking the lead in the 
Community in such sectors as telecommunications, air trans
port and financial services. Other economies, such as Ger
many and the Netherlands, were also already well placed 
to participate in a unified internal market. The degree of 
adaptation required in these countries is clearly less than in 
others, though none of them can afford to be complacent. 
In Germany, for example, progress is still needed in deregu
lating transport, electricity, communications, banking and 
insurance and in reducing sectoral subsidies. 

In the context of tax harmonization the direction as well as 
the extent of change will vary among countries. For Belgium 
it entails a reduction in revenue from VAT that will be 
outweighed by an increase in revenue from excise duties. In 
Italy the effect, is the opposite: higher VAT receipts partially 
offset by smaller revenue from excise duties. Ireland's VAT 
receipts will be largely unaffected, but revenue from excise 
duties will contract. Harmonization implies higher VAT and 
excise duties in Spain and Portugal, while both need to be 
lowered in France, together with tax on investment income. 

Few measures, other than those implementing the single 
market directives, can be attributed solely to the prospect of 
the unified market, but many policies are being attacked 
more vigorously because of it. Efforts to improve the com
petitiveness of national economies have assumed greater 
urgency. Policies such as privatization, which may not in
itially have been inspired by the internal market, are now 
receiving increased attention. Similarly, concern to ensure 
that labour costs and the skills of the workforce enhance 
competitiveness in the single market has given a fillip to 
measures to make labour markets more flexible and to 
expand opportunities for training. The advent of a fully 
integrated Community market in financial services, in the 

41 



Part A - The Community economy 

wake of the complete freeing of capital movements and the 
completion of the internal market, is accentuating the need 
for some Member States to pursue the modernization and 
liberalization of their financial systems and for others to 
adapt their regulatory framework and market structures. 
Infrastructure policy has also been influenced. 

The prospect of the internal market has also created much 
greater awareness among policy-makers of the external im
plications of policies that traditionally have been seen as 
essentially domestic, such as tax policy, though here the 1986 
tax reform in the United States has exerted influence along 
with the advance towards 1992. 

The measures taken with a view to 1992 present examples 
both of collaboration and of competition. In the area of 
taxation Member States are taking steps towards harmoniza
tion not only of VAT and excise duties, which they are 
required to do, but also of corporate taxation. Recent years 
have seen a marked convergence of rates, and the present 
or planned rate of corporate income tax now lies within a 
range of 35 to 39 % in nine countries, while in two others 
the rate is 43 % . 

A more competitive response to the single market is also 
evident for example in the context of financial markets. The 
United Kingdom's decision to begin issuing Treasury bills 
denominated in ecus was prompted partly by a wish to 
develop London as a centre for ecu transactions. 

Throughout the Member States the completion of the inter
nal market is perceived by policy-makers as an irrevocable 
change that will fundamentally alter the policy environment. 
This perception is being communicated to the private sector, 
which in turn is adapting its behaviour. 

The reactions of the firms in the light of the 
achievement of the single market 

Surveys carried out by the Commission in mid 1989 among 
industrial firms in the Community give a first impression of 
firms' expectations in the light of the completion of the 
single market. The details of these survey results are given 
in Study No 5. 

Growth of interdependence in a context of 
greater competition 

Industrial firms expect to see a growing interdependence 
of Member States' economies. They anticipate significant 
increases in sales within the Community but outside their 
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national markets, a trend which they expect to continue and 
even strengthen after 1992. 

However, firms also expect a growth of competition in 
their own national markets and those expecting to increase 
domestic sales are about equal in number to those expecting 
a fall. The result of these effects will probably lead to a 
reduction in market share for industrial firms in their dom
estic markets and an increase in market share in other 
Member States, a process which means that firms become 
more 'Europeanized' . 

To cope with the prospect of increasing demand in an 
enlarged market where sales opportunities are mainly located 
outside their domestic market, firms anticipate an increase 
in their investment, both at the national level and in other 
Member States. 

A positive contribution to the 
catching up process 

In the less industrialized countries of the Community (Portu
gal, Ireland, Spain and to some extent Italy), investment 
expectations tend to favour the domestic market rather than 
investment in other Member States. On the other hand in 
countries such as Germany, France or the United Kingdom, 
investment flows to other Member States are of greater 
significance. In the long term this process should help the 
less industrialized countries to catch up with the others and 
thus contribute to convergence. 

Industrialists anticipate little change in employment growth, 
and any increase in employment is expected to benefit 
branches established in other Member States. 

These views are coherent with those for productivity which 
is expected to increase substantially before and after 1992. 
By strengthening competition, helping to eliminate internal 
inefficiency and monopoly rents, the internal market is a 
powerful force for substantially increasing productivity. 

Changes taking place in internal 
resource-allocation strategies 

As directives come into force, firms have or are making 
decisions to modify their resource allocation, the location of 
production plant or distribution networks. In most Member 
States priority decisions in the light of the internal market 
concern either the means of production (Germany in particu
lar), or changing products to suit a larger market (Belgium, 
France, United Kingdom). 



In the case of strategies involving the means of production 
to cope with increased demand, most industrial firms expect 
to increase capacity in their current plant rather than open
ing new production units. In the case of some multinationals 
located in several Member States and producing relatively 
standard ranges of goods, there is a tendency to reduce the 
number of production units because of potential economies 
of size and lower transport costs. 

Where the strategy concerns products, firms have two op
tions, either to sell the same product in all Member States, 
or to modify their product to suit each national market. 
Most firms believe that the challenge of the internal market 
will lead them to modify their product to suit the intended 
market, but it is clear that the various sectors and products 
will require different marketing policies. 

External strategies favour acquisition and 
mergers 

In both industry and services there has been a very significant 
rise in the number of takeovers and acquisitions of majority 
shareholdings. The share of international transactions, rela
tive to acquisitions of one firm by another in the same 
Member State, is increasing. This growing 'internationaliza
tion' of firms is occurring both in industry and in the services 
sector. 

This process of internationalization also affects the acqui
sition of minority shareholdings and the creation of jointly 
owned subsidiaries. However, to a large extent, the firms 
asked about the influence of the internal market on their 
external strategies prefer operations which give them control 
(takeovers or the acquisition of majority shareholdings) to 
other transactions (minority shareholdings or jointly owned 
subsidiaries). These operations can stimulate a more efficient 
allocation of capital resources and contribute to the ef
ficiency of the internal market, provided that no monopoly 
situation is created. 

The prospects for different sectors 

Not all economic sectors are affected in the same way by 
the internal market directives; structural factors give rise to 
differences in the strategies adopted in different sectors. Thus 
for standardized products where economies of scale are 
important and transport costs are low, the emphasis will be 
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placed on acquiring production plant with a view to greater 
rationalization. In the case of differentiated products where 
quality, after-sales service and presentation play an impor
tant role, the aim will rather be to acquire a brand name, a 
distribution network or an image. 

Several criteria can be used to distinguish between the effects 
of the internal market on different sectors: non-tariff bar
riers, price differences, the present level of intra-Community 
trade and the existence of economies of scale. Applying such 
an analytical matrix to industry, it appears that 40 sectors 
out of 120 will be more affected than the others by the 
completion of the internal market. These 40 sectors alone 
represent about 50 % of value-added in industry. Three 
groups of sectors will be particularly affected by the internal 
market: 

Traditional public procurement: the sectors concerned (elec
tricity generating equipment, railway equipment etc.) are 
characterized by a small volume of intra-Community trade 
and very marked price differences. Each national public 
authority favours its national champions. Important restruc
turing measures (mergers, concentration, closure of plants) 
are under way in these sectors as the potential economies of 
scale are large and the present rates of capacity utilization 
are low. 

Public procurement in high technology fields: in these sectors 
(telecommunications, data processing, medical equipment 
etc.), the presence of multinational companies explains both 
the small price differences and the large flows of intra
Community trade. In terms of productivity, the existing 
European firms are lagging behind their American and Ja
panese competitors in markets where demand is growing 
strongly and R&D expenditure is substantial. Competition 
in these sectors is on a worldwide scale and Europe needs 
world-class industrial groups capable of meeting the techno
logical challenges of tomorrow. 

Mass consumption products: in these sectors (cars, household 
electrical appliances, textiles and clothing) the intra-Com
munity trade flows are already large and price dispersion is 
on average not much greater than the average for industry 
as a whole. The present non-tariff barriers have encouraged 
the fragmentation of markets at the level of distribution and 
marketing while production can be integrated on a European 
scale. Of course, differences in taste, habits, consumption 
patterns and history also help to explain this market frag
mentation. 
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Community policies 

I. Progress in achieving the internal market 

The fourth report of the Commission to the Council and to the 
European Parliament, adopted on 20 June 1989, summarizes 
progress regarding the completion of the internal market. Al
ready some 133 directives and regulations have been approved 
by the Council, 7 have been partially adopted and 6 common 
positions have been agreed. 

The majority of the directives adopted by the Council in 1988/ 
89 concern technical harmonization and policies for standardiza
tion of industrial products (including food products). Other 
important decisions cover the opening up of public works and 
supplies, banking services (agreement in principle on the second 
banking Directive), insurance services, and the freedom of capi
tal movements which will be in force with effect from I July 
1990. Important decisions awaited concern veterinary and phy
tosanitary controls, the opening up of public procurement in 
excluded sectors, elimination of frontier controls, in particular 
controls on the movement of persons. 

2. Taxation 

For the harmonization of indirect taxes, in 1987 the Commission 
presented proposals (COM(87) 320 to 328) for the dismantling 
of fiscal barriers. Modifications to those proposals were outlined 
in a new Commission communication (COM(89) 260) of 14 June 
1989. 

On excise duties, the modified approach envisages minimum 
rates for alcohol and tobacco, applicable from I January 1993. 

For VAT, the Commission proposes a standard rate, subject to 
a minimum to be decided, and a reduced rate within the range 
of 4 to 9 %. Member States that currently apply a zero rate may 
maintain it for a limited number of goods. With regard to 
intra-Community trade, on 9 October 1989 the Council, while 
adhering to the abolition of frontiers by the end of 1992, dis
agreed with the Commission's proposal that VAT should be 
levied on exports in the country of origin from I January 
1993. Consequently, the Council has decided, as a transitional 
arrangement, to maintain the present system of taxation in the 
country of destination. An appropriate control system will have 
to be put into place. 

For the harmonization of taxes on interest income, the Com
mission put forward two Directives in proposal COM(89) 60 of 
8 February 1989. In the first Directive, a minimum withholding 
tax of 15 % levied in interest income paid to Community resi
dents is proposed. This proposal, requiring unanimity, has en
countered opposition from certain countries. The second Direc
tive proposed is designed to step up cooperation between tax 
administrations by removing the justification that administrative 
practices do not permit Member States to obtain the information 
requested. 

3. The liberalization of capital movements 

Numerous restrictions still remain in force hindering the free 
now of capital throughout the Community. To remove them 

the Council adopted Directive 88/361 /EEC on 24 June 1988. 
This Directive requires the liberalization of all remaining capital 
movements between residents in Member States by mid-1990, 
with postponed implementation allowed for Greece, Ireland, 
Portugal and Spain. 

In banking services, the Commission is proposing that there 
should be a single banking licence, valid throughout the Com
munity. This will be achieved with 10 Directives and Recommen
dations, of which the most important is the second Council 
banking Directive. Agreement in principle on this Directive has 
already been reached in the Council. 

As regards insurance, full freedom of establishment and trade 
will be mainly achieved via two Directives; for non-life insurance 
(second Council Directive 88/357 /EEC adopted on 22 June 1988) 
and for life insurance. 

4. Competition policy 

The prospect of achieving the internal market has led to a 
boom in the number of mergers between firms and, to maintain 
competition within the Community, the Commission has pro
posed a Regulation allowing it to exercise legal control over the 
mergers and acquisitions among firms operating at Community 
level. This proposal makes it necessary to define Community 
operations and concentration levels. 

The definition of Community operations is based on turnover 
thresholds above which the Regulation would apply: first, total 
global turnover of the firms concerned now fixed at ECU 5 
billion in the Commission proposals; second, the two-thirds rule, . 
meaning that firms must have a Community dimension, and 
third, the de minimis threshold eliminating operations in which 
small firms are involved, and how these thresholds should be 
revised after a transitional period. To assess the level of concen
tration some Member States prefer using criteria based on meas
ures of internal Community competition. Others wish to take 
into account factors relating to worldwide competition, the 
special situation of backward regions and the beneficial econ
omic effects expected from the mergers. 

5. Research , technology and innovation 

The Single European Act (SEA) states that 'the Community's 
aim shall be to strengthen the scientific and technological basis 
of European industry and to encourage it to become more 
competitive at an international-level'. Given this objective, the 
Commission has presented to the Council a third framework 
programme for research and technological development 
(R&TD) covering the period 1990-94. The framework pro
gramme (COM(89) 379) encourages a greater degree of joint 
cross-border R&TD cooperation between industrial companies 
including small and medium-sized firms, research centres and 
universities. 



6. Structural Funds 

Implementation of the reform of the Community structural 
Funds began in 1989. Together with a new regulatory frame
work, the financial means allocated to the structural Funds were 
significantly increased. The interventions of the Community 
structural Funds, of the EIB and other financial instruments 
will be concentrated in five objectives: (I) promoting the devel
opment and structural adjustment of regions whose development 
is lagging behind; (2) converting regions seriously affected by 
industrial decline; (3) combating long-term unemployment; (4) 
facilitating the occupational integration of young people; and 
(5) (a) speeding up the adjustment of agriculture, and (b) pro
moting the development of rural areas. Interventions will take 
place within a Community support framework (CSF) agreed 
between the Commission and the Member States. 

Objective (I) regions are the less-favoured regions of the Com
munity, and the corresponding CSFs were established in Sep
tember 1989 with a total contribution of the structural Funds 
amounting to ECU 36,2 billion. In addition, ECU 2, 1 billion 
will be disbursed in these regions through programmes to be 
established under Community initiatives. The transfers from the 
Funds are additional to the national development effort and not 
a substitute for national expenditure. 

As regards the other objectives, the process of establishing the 
CSFs is still under way, but the global allocations of structural 
Funds are already decided: ECU 7 ,2 billion for objective (2) 
regions, ECU 7,5 billion for objectives (3) and (4), ECU 3,4 
billion for objective (5) (a) and ECU 2,8 billion for objective (5) 
(b) (figures in 1989 prices). 

7. The social dimension 

In December 1989 the Council will examine the Community 
Charter on Social Rights. Moreover, the Commission intends 
to adopt, before the European Council, an action programme 

1992 as the level of generalized structural adjustment 

whose objective is to enforce certain principles as regards the 
free circulation of workers, conditions of employment and re
muneration, working hours, worker participation, equality of 
the sexes, and the protection of children and the handicapped. 

8. Important recent developments in environmental policy 

In response to the phenomenon of global warming and the 
destruction of the ozone layer, the Council of Environment 
Ministers adopted (on 8 and 9 June 1989) a resolution on the 
'greenhouse' effect, confirming the Community's willingness to 
contribute to an international agreement on dealing with cli
matic changes. The Council also agreed to Community partici
pation in the revision of the Montreal protocol on chlorofluoro
carbons (CFCs) and committed the Community to reducing the 
production and consumption of CFCs to 85 % of their present 
level as quickly as possible, and to eliminate their production 
and consumption entirely by the end of the century. 

The Council has also agreed to stricter controls regarding the 
quality of exhaust emissions from small cars (with a capacity 
less than 1,4 litres). These controls will apply to new models 
from I July 1992 and for all new cars from I January 1993. 
Equivalent requirements will be proposed for medium-sized and 
large cars. 

The Council is now considering a number of other Commission 
proposals: 

(i) proposal for a Directive on liability for damage caused by 
waste (COM(89) 282); 

(ii) the proposal for a European Environmental Agency 
(COM(89) 303); 

(iii) the Community strategy for the conservation of the tropical 
forests (COM(89) 410). 
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6. The EMS and monetary policies 

The EMS: policy convergence has strengthened 
stability 

It is more than two and a half years since the last EMS 
realignment, the longest period of stability since the incep
tion of the EMS in 1979. A further currency, the Spanish 
peseta, entered the exchange rate mechanism in June 1989, 
though with a wide band (± 6 %) for the time being. Al
though there have been occasional minor tensions in the 
system (for example, during the autumn of 1988) these have 
been countered in an effective and timely way by adjustments 
in monetary and other economic policies. In the spirit of 
the Basle/Nyborg agreements of September 1987, currencies 
have been allowed to fluctuate within their intervention 
limits to a greater extent than in the past. Tensions, when 
they have arisen, have been dealt with by adjusting interest 
rate differentials appropriately (which has often involved 
interest-rate moves for both strong and weak currencies), 
without resorting to extended periods ofintramarginal inter
ventions. Further steps in capital liberalization and continu
ing financial innovation have been accompanied by increas
ing confidence in the present parity grid. In its more than 
10 years of existence, the EMS has helped create an area of 
monetary stability in Europe that has in turn promoted 
further economic integration. 

The stability of the EMS in recent years owes much to the 
convergence of economic developments already achieved 
(see Chapter 3). In turn, this convergence of performance 
reflects the convergence of monetary policies among the 
ERM countries evident since 1983 or thereabouts. Thus to 
a significant extent, the EMS has been self-stabilizing, and 
the present degree of stability in the system is the reward of 
participating States' firm commitment to it. In addition, the 
Basle/Nyborg agreements have proved to be a valuable 
systemic improvement, guarding the system from speculative 
pressures unrelated to fundamentals. Further, the increased 
integration of capital markets worldwide, combined with 
ongoing financial innovation, has expanded the possibilities 
for financing current account movements without creating 
exchange-market disturbances. 

As well as reaping the benefit of systemic improvements, 
EMS stability has been helped, at least so far, by the impact 
of the internal market programme. Anticipation of its effects 
(combined with capital liberalization that is leading to a 
more economically efficient allocation of resources) has had 
a powerful effect on supply-side expectations in some par
ticipating countries, notably Italy and Spain, leading to 
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strong growth of domestic demand and to substantial capital 
inflows in such countries. Finally, the dollar has been strong 
since the beginning of 1988. The strength of this factor -
traditionally favourable for EMS stability - has no doubt 
recently been reduced somewhat by the better integration 
and greater deregulation of financial markets within the 
Community, but probably retains some importance. 

These conjunctural factors, however, while contributing to 
EMS stability, have had as their counterpart the accentuated 
current account imbalances within the Community referred 
to in Chapter 3. The imbalances have presented no financing 
problems and to a substantial degree represent an optimal 
allocation of financial resources to the countries where pro
spective returns on capital have been perceived to be highest 
and where in consequence the investment-led boom has 
outstripped current supply. 

In the longer term, however, demand growth will tend to 
slow down in the countries that are currently growing fastest, 
supply capacity will respond to the strength of investment 
and current account imbalances will begin to narrow. Within 
the EMS, monetary policy will not be able to cope alone with 
significantly changing degrees of balance between supply and 
demand in some Member States. Maintaining EMS stability 
- while at the same time fostering convergence of pro
ductivity levels and living standards - will require improved 
convergence of policies and performance, especially in re
spect of public finance and domestic costs. Without this, the 
convergence of monetary policies which is the proximate 
determinant of EMS stability cannot be guaranteed. 

The monetary aggregates: growth still strong 

After the summer of 1988, fears of a possible financial crisis 
as a consequence of the October 1987 crash gave way to 
greater concern about accelerating inflationary pressures. 
Money and credit market conditions tightened, although 
money growth has in general remained rapid if decelerating, 
and interest rates began to increase. In spite of some moder
ation in late 1988, money and credit aggregates continued 
to overshoot targets in most EC countries during the first 
quarter of 1989. This rapid monetary growth was mainly 
fuelled by the strong expansion of credit to the private 
sector (especially in Spain, Italy, Portugal and the United 
Kingdom) supported by domestic demand. In some 
countries - Germany, Denmark and Spain - the rapid 
monetary growth also resulted from shifts, determined by 
yield and tax considerations, in money demand towards 
more liquid assets. During the early summer of 1989, after 
several rounds of monetary tightening, some deceleration 
took place in Germany and the United Kingdom and money 



growth there came more in line with targets. But there are 
indications of a reacceleration in these countries in the latest 
figures. In contrast, France represents the main exception 
where the monetary aggregate has fluctuated within the 
limits of the target range. 

Table 6.1 

Monetary and credit targets 
( % increase) 

1988 1989 

Target Outcome Target Outcome 
(annual rate) (annual rate) 

D: M3 3- 6 6,9 ±5 5,3 (Aug.) 
F: M2 4- 6 3,9 4 - 6 3,3 (July) 
E: ALP 8-11 11,1 6,5- 9,5 14,6 (Aug.) 
I: PSCE 1 6-10 15,7 7 -10 14,7 (July) 

M2 6- 9 8,5 6 - 9 9,7 (July) 
UK: MO I- 52 8,5 (Dec.) l - 52 6,0 (Aug.) 

I Domestic credit to the private sector. 
2 Fiscal year, not seasonally adjusted. 

The stance of monetary policy: higher short
term rates but flatter yield curves 

Partly in response to strong growth in the monetary aggre
gates, short-term rates have risen since last summer in all 
member countries. During the period under review, four 
rounds of interest rate increases - in January, April, June 
and October - took place, led by the Bundesbank. The key 
discount and Lombard rates in Germany were raised in 
several steps from their historically low levels of 2,5 % and 
4,5 % respectively last summer to 6 % and 8 % in October 
1989 as a result of above-target money stock growth, a 
deterioration in the domestic price climate and concern 
about the OM exchange rate. Within the ERM group, these 
moves in official rates were followed closely in the Nether
lands, where the authorities were concerned about fast rates 
of money growth. In some other ERM countries, however, 
the first two of these moves in official rates were followed 
only partly or with a lag or were not fully reflected in market 
rates. In the first half of the period under review, for instance, 
market interest-rate differentials vis-a-vis German rates fell 
quite sharply in Belgium and France. Markets were increas
ingly impressed by the authorities' commitment to the hard
currency option within the EMS evidenced in concrete terms 
by a close convergence of inflation rates with Germany. In 
the case of France, confidence in the parity improved to 
such an extent that the French authorities could abstain 
from following the rise in German official rates in April 
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1989. The June increase in German rates was, however, 
followed in France, and short-term interest rate differentials 
have stabilized, as the French authorities shared German 
concern that the pace of activity was producing a potential 
risk of inflationary pressure. Similarly, the October increase 
was followed by all narrow-band participants and by the 
United Kingdom. 

In Italy, Spain and Ireland, short-term rates have risen 
steadily during the period under review. Monetary policy in 
Italy and Spain has had to reconcile exchange rate stability 
and the control of the monetary aggregates in the face of 
greater-than-expected growth of credit to the private sector 
and strong foreign capital inflows. The authorities took a 
more restrictive monetary stance during most of the period, 
introducing measures to discourage capital inflows and al
lowing some appreciation of their currencies. However, these 
two countries did not follow the October round of interest
rate increases, thereby accepting some depreciation of their 
currencies within the wide bands. In Ireland, short-term 
rates have risen by about 200 basis points in one year, 
reflecting the authorities' determination to restore differen
tials and their concern about a rapid expansion in private 
sector credit. 

In the United Kingdom, short-term rates rose from 10,5 % 
to about 15 % between July 1988 and October 1989 as the 
authorities attempted to slow down an economy which had 
clearly been overheating and in which inflation was acceler
ating. During most of this year, the exchange-rate effect of 
interest rates has been accompanied by an exchange rate 
under some downward pressure after the pound had risen 
sharply between early 1988 and early 1989. 

Monetary policy in Portugal was tightened in the first half 
of 1989 to combat inflationary pressure. The measures in
cluded a rise in the official discount rate and a significant 
increase in banks' reserve requirements. 

These generalized increases in short-term interest rates have 
not been fully reflected in long-term yields: indeed the re
sponse of long yields has been very muted, and yield curves 
have flattened. The yield curve is strongly inverted in the 
United Kingdom and Spain, countries where monetary pol
icy has had to react particularly severely in the face of 
obvious overheating. It has also become inverted in Ireland, 
where the bond market has benefited from a major budget
ary adjustment and, at least in the earlier part of the period, 
from the strength of sterling. The curve is almost completely 
flat in most of the other Member States with significant 
bond markets, with the exception of Italy, where the threat 
of potential public debt unsustainability continues to impose 
some risk premium on long rates. Even in Italy, however, 
the curve is now significantly flatter than a year ago. 
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Table 6.2 

Nominal short-term interest rates 

B DK D GR E 

September 1988 7,35 7,81 4,96 11 ,30 11 ,14 
December 1988 7,50 7,96 5,33 20,86 13,51 
March 1989 8,20 8,00 6,62 19,72 15,12 
June 1989 8,50 9,04 6,96 21,00 14,88 
August 1989 8,50 9,13 7,02 18,70 15,31 
September 1989 8,58 7,21 15,05 

Table 6.3 

Nominal short-term interest differentials Yis-a-Yis Germany 

B DK GR 

September 1988 2,39 2,85 6,34 
December 1988 2,17 2,63 15,57 
March 1989 1,58 1,38 13,10 
June 1989 1,54 2,08 14,04 
August 1989 1,48 2,11 
September 1989 1,37 

While this picture of flat or inverted yield curves is generally 
reassuring with respect to longer-term inflationary expec
tations, there has none the less been some - though far 
from dramatic - rise in nominal long-term interest rates in 
Germany and the Netherlands in the past year. Since there 
are no obviously compelling reasons for thinking that ex
pected real long-term rates have increased over this period, 
at least in Germany, the suspicion must be that inflationary 
expectations have increased there somewhat despite the mon
etary policy tightening. 

All in all, indicators such as the general strength of activity, 
above-target growth of the monetary aggregates in many 
countries and the evident acceleration in price increases, 
suggest that a tightening of monetary policy - including 
that in October - in the Community was necessary. The 
sharp increases in short-term rates and the movement of the 
yield curve suggest that the monetary policy response has 
been vigorous and - in many countries - probably success
ful in restraining, but not yet reducing, long-term inflation 
expectations. 
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I Monthly averages) 

F IRL NL p UK EC 

7,99 7,76 11,51 5,63 12,91 12,15 9,06 
8,47 8,17 12,22 5,70 12,50 13,14 9,93 
9,16 8,25 13,12 6,98 12,49 13,05 10,71 
9,00 9,38 12,60 7,22 10,00 14,16 10,86 
9,10 10,15 12,77 7,25 12,90 13,86 10,78 
9,28 10,47 12,65 7,56 14,01 

I Monthly averages) 

E F IRL NL p UK 

6,18 3,03 2,80 6,55 0,67 7,95 7,19 
8,18 3,14 2,84 6,89 0,37 7,17 7,81 
8,50 2,54 1,63 6,50 0,36 5,87 6,43 
7,92 2,04 2,42 5,64 0,26 3,04 7,20 
8,29 2,08 3,13 5,75 0,23 5,88 6,84 
7,86 2,06 3,26 5,44 0,35 6,80 

Stage one of EMU: implications for 
monetary policy 

Stage one of economic and monetary union in the Com
munity will be marked by the total liberalization of capital 
movements. Furthermore, it would be important that all 
Member States participate in the narrow band of the EMS 
exchange-rate mechanism. Stage one will also coincide with 
the implementation and operation of the unified internal 
market, including the market in financial services, of the 
Community. These three phenomena will have important 
implications for monetary policy management. 

Capital liberalization has already made very substantial pro
gress and will be completed - for those major countries 
that have not totally abolished restrictions already - by 
July 1990. The impact of the liberalization that has already 
taken place can be seen in the convergence of deflated long
term interest rates among the original ERM participants as 



restrictions on capital movements have been progressively 
relaxed in countries such as France, Italy and Ireland. The 
presumed underlying rationale for capital restrictions was 
the manipulation of real interest rates in an attempt to offset, 
at least temporarily, the impact on the economy of a lack 
of budgetary or wage adjustment. With this option, to the 
extent that it was ever a real one, no longer available, 
governments will be subject to greater pressure to remedy 
budgetary and labour market distortions. As long as govern
ments react positively to this pressure, the effect of capital 
liberalization in improving the allocation of resources will 
be considerably reinforced. 

The inflationary and current account impact of certain mon
etary consequences of disturbances within the EMS will be 
considerably reduced in the absence of capital controls. 
Under a regime of capital controls, an excessive expansion 
of domestic credit will tend initially to produce a faster 
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growth of money supply, an increase in spending and a 
higher rate of inflation. It may take some considerable time 
before the increase in spending is reflected in a current 
account deterioration that ultimately brings the money sup
ply back to its original level. Without capital controls the 
excessive monetary expansion immediately provokes capital 
outflows that prevent any significant impact on the money 
supply, spending, inflation and the current account. In other 
words, if domestic credit expansion becomes excessive, the 
monetary authorities receive immediate signals in the form 
of pressure on the external reserves and can react far more 
quickly. Again, however, there is a proviso: financial mar
kets must be sufficiently developed to allow the monetary 
authorities to operate policy without creating unnecessary 
distortions in the interest-rate structure. Deregulating and 
encouraging the development of domestic financial markets 
is thus the counterpart of liberalizing external capital flows, 
as member governments have not failed to recognize. 
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In this context, there must first be agreement that the objec
tive of price stability is a prerequisite for the attainment 
of other desirable economic aims. Further, there must be 
agreement on the appropriate policy mix. And to ensure 
that the right policy mix is feasible, the public finances in 
must be managed in such a way that debt problems do not 
constitute a potential threat to the stability objective. In 

so 

addition, the development of financial market structures 
must proceed so that in all the Member States changes in 
the financing needs and patterns of the various sectors do 
not create monetary disturbances and so that the monetary 
authorities are able to implement monetary policy effec
tively. 



7. Budgetary policies 

Significant progress has been achieved since the middle of the 
decade in consolidating public finances in the Community. 
There are fears, however, that the movement is tending to 
weaken. On the basis of the current forecasts, which take into 
account the measures which have so far been announced, the 
net borrowing requirement of general government, after 
falling from 5,2 % to 3,6 % of GDP between 1985 and 1988, 
is only expected to fall slightly in 1989 and to stabilize at 
around 3 % of GDP in 1990. Government saving is only 
expected to be marginally positive in 1989 (0,5 % of GDP) 
and in 1990 (0,4 %). Gross public debt as a percentage of 
GDP is only expected to fall slowly. Above all very signifi
cant disparities are expected to remain between the budget
ary consolidation programmes of member countries. 

A better contribution of budgetary policies to 
Community objectives 

These insufficiencies are all the more regrettable now that 
budgetary policies will have to play a greater role in two 
principal directions in the coming years: 

(i) The contribution of budgetary policies to the creation of 
conditions which are favourable to strong and sustain
able growth will have to continue and in several Member 
States be significantly strengthened. This orientation is 
particularly needed in the less prosperous countries in 
order to permit further progress towards greater econ
omic and social cohesion and to derive all the gains from 
the support given to this end by the Community. In 
these countries, supplementary resources will have to be 

Table 7.1 

Principal budgetary trends in the Community 1 

1980 1985 

Gross saving 0,3 -1,2 
Net borrowing/lending -3,8 -5,2 
Expenditure 45,1 49,0 
Receipts 41,3 43,8 
Gross public debt 41,1 56,8 

I EC. general government, % of GDP. 

Budgetary policies 

released in order to comply with the additionality rule 
governing the structural Funds. More generally, over 
and above the Community measures concerning the ap
proximation of fiscal systems, the completion of the 
internal market, by increasing competition among the 
member countries, will impose additional constraints on 
national public finances. In several countries, measures 
to adapt the fiscal system have already been taken to 
prepare for this deadline. 

(ii) Budgetary policies will have to provide a more important 
support to monetary policies in the pursuit of the stability 
objective and of greater convergence, essential prerequi
sites for sound and harmonious growth in the Com
munity and for the success of the first stage towards 
economic and monetary union. In those countries where 
budget deficits remain very high, the exclusive recourse 
to monetary policy to achieve this stability objective risks 
crowding out private investment and, eventually, causing 
slower growth and employment. On the other hand, the 
slowdown of inflation obtained in this way is likely to 
lead, through an increase in interest charges and lower 
growth, to an unsustainable evolution of public finances. 

In order for these objectives to be realized, a certain consen
sus has now been established in the Community on the 
necessity to pursue medium-term budgetary policies based 
on sound financial management principles. A better coordi
nation of budgetary policies does not mean a systematic 
convergence towards a Community average; it implies, on 
the contrary, taking into account the specific situation of 
each Member State (for instance, the level of national saving, 
the external balance position, the need to curb inflation), 
their structural differences and the uneven results achieved 
so far in the consolidation of public finances. 

1988 1989 1990 Change 

1988 1990 

1985 1988 

- 0,2 0,5 0,4 +1,0 +0,6 
-3.6 -2,9 -2,9 +1,6 +0,7 
47,0 46,3 45,8 -2,0 -1 ,2 
43,4 43,4 42,9 -0,4 -0,5 
59,1 58,3 57,7 +2,3 -1,4 
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The implementation of these principles has, in addition, to 
be complemented by an assessment of the possible contri
bution of budgetary policy, according to the specific situ
ation of each country and the broader framework of the 
general economic policy-mix, to preventing or reducing fun
damental disequilibria which eventually lead to exchange
rate adjustments. Such an assessment will also have to be 
seen in a medium-term rather than a 'fine-tuning' perspec
tive. Periodic multilateral surveillance, based on both hori
zontal and country-by-country examinations, in the course 
of the first stage of EMU, should allow the criteria and 
methods of strengthened coordination in this field to be 
progressively refined. 

With respect to sound medium-term management of public 
finances, the consensus which is tending to be established in 
the Community rests on four guiding principles. 

Avoiding monetary financing of deficits 

Respecting this principle involves giving the monetary 
authorities the necessary autonomy in the pursuit of the 
stability objective. This at least should signify that: 

(i) the budgetary authorities should not have automatic 
access to credit from the central bank, unless it is for 
cash advances of limited amounts and repayable within 
a very short period of time. Currently the exchequer 
benefits from an automatic credit line in only four 
countries - Belgium, Greece, Spain and Italy - and 
even then subject to fixed ceilings either in absolute 
values, as is the case of Belgium, or, in the three other 
Member States, as a percentage of the public expenditure 
of the current year; 

(ii) there should be no obligation on banks to invest in 
government paper. The banking system is still subject to 
such an obligation in four member countries (Greece, 
Spain, Ireland and Portugal). 

It is necessary that in the countries concerned the borrowing 
conditions for the State should be progressively aligned 
with market conditions; this process should accompany the 
development and decompartmentalization of the national 
monetary and financial systems which in any case is being 
made necessary by greater exposure to the outside world. 

Reducing budgetary disequilibria 

The development of budget balances in the medium term 
should be kept within the limits so as to control the debt/ 
GDP ratio or even to reduce it where it is highest while at 
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the same time aiming at a downward convergence of in
flation rates. In any event, public finances should not be the 
original cause of an absorption of private saving by the 
financing of current expenditure. On these points, despite a 
sharp improvement at Community level, the favourable im
pact of the more sustained growth of recent years has been 
very unevenly used for reducing budgetary imbalances and 
the disparities are even widening between two groups of 
member countries. 

In the first group of countries, the budgetary situation can 
be regarded as consolidated. In three of the countries of this 
group (Denmark, Luxembourg and the United Kingdom) 
the general government budgets are in surplus and the debt 
ratio is falling sharply. In these countries, the mechanical 
effects of the recovery in economic growth are being fully 
utilized to improve the budget balances. In this same group, 
the budget deficits in Germany, France and Spain should 
remain moderate, permitting an almost stable debt/GDP 
ratio . In addition to a reduction in the budget deficit, the 
favourable impact of the uptake in activity in these three 
countries has been beneficially used to reduce receipts in 
the case of France, and particularly in Germany, and to 
strengthen public investment expenditure in the case of 
Spain. 

In this first group of countries, general government saving 
will reach 2,5 % of their GDP in 1989 and 1990 which is 
equivalent to 8 % of the Community's gross saving. The 
contribution which the public finances of these countries 
will make to savings in the Community is still significantly 
below where it was at the beginning of the 1970s (5 % of 
their GDP and 15 % of total Community saving on average 
over the period 1970-73). 

In the second group of Member States - Belgium, Ireland, 
the Netherlands, Portugal and especially Greece and Italy 
- budget deficits remain at very high levels. Public saving 
in these countries is expected to continue to be significantly 
negative in 1990 (more than 5 % of their GDP on average, 
or more than 7 % of total Community saving). Important 
efforts were made in most of these countries, and in particu
lar in Ireland, between 1985 and 1988 to reduce the budget 
deficits over and above the effects directly resulting from 
economic growth. However, the maintenance of a favourable 
economic environment will in the majority of these countries 
not result, according to forecasts , in an equivalent improve
ment of actual budget balances in 1989 and 1990. The 
budgetary balances should even slightly deteriorate on aver
age. In these conditions, the ratio of public debt to GDP 
should continue to increase with the exception oflreland and 
Belgium. In particular, the primary balance (net government 
lending/borrowing requirement excluding interest payments) 



Table 7.2 

Changes in budget balances1 and the mechanical impact2 of the changes in economic activity 

Cumulative changes over each period 

Community 

Countries with a budget surplus3 

Countries with a budget deficit below or close to the Community 
average4 

Countries with a budget deficit above the Community averages 

Actual 
balance 

+ 1,6 

+3,4 

+0,8 

+ 1,7 

1985-88 

Impact 
of economic 

activity 

+1,9 

+2,9 

+ 1,9 

+ 1,3 

A + sign signifies an increase in the surplus or a fall in the deficit. 
Estimates of the' net incidence on receipts and expenditure of the change in economic activity in comparison with its medium-tenn trend. 

3 Denmark, Luxembourg, United Kingdom. 
4 Germany, France. Spain. 
' Belgium, Greece, Ireland, Italy, Netherlands, Portugal. 

Actual 
balance 

+0,7 

+0,3 

+ 1,0 

-0,5 

Budgetary policies 

1988-90 

( % of GDP) 

Impact 
of economic 

activity 

+ 1,5 

+0,3 

+2,0 

+ 1,4 
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in Italy and Greece is expected to deviate by 6 to 7 percentage 
points of GDP from the level necessary to stabilize the debt/ 
GDP ratio on the basis of current interest rates and nominal 
growth projected in the medium term. 

Controlling the share of public finances in GDP 

Even if the share and role of the government in economic 
activity are essentially national political choices, it is in the 
interest of Member States and of the Community as a whole 
to guard against the negative effects of an excessive increase 
in public expenditure and direct taxes. Between 1970 and 
1985 the share of public expenditure in GDP increased by 
14 percentage points, following an increase of 6 points during 
the 1960s. This expansion introduced an element of growing 
rigidity into the resource allocation mechanism. The corre
sponding increase in direct taxes heightened the pressures 
on wage costs and prices; as subsequently inflation was 
progressively contained, this development adversely affected 
company profitability and thus investment, growth and em
ployment. 

It was possible to reverse the trend from 1985 onwards. 
From that date to 1988 the reduction in public expenditure 
(2 percentage points of GDP on average in the Community) 
was sufficient to allow a simultaneous significant reduction 
in budget deficits and a slight fall in the share of receipts in 
several Member States (Belgium, Germany, France, Luxem
bourg, the Netherlands and United Kingdom). Even though, 
according to forecasts, there should be a slow-down in the 
reduction of deficits between now and 1990, the tendency 
for government receipts to fall as a proportion of GDP 
should increase and affect almost all Member States. 

Improving supply conditions by restructuring 
public receipts and expenditure 

It is important that the budgetary authorities, within the 
limits imposed by the demands of consolidating public fi
nances, should proceed to a restructuring of expenditure and 
receipts to enable economic productivity and growth to be 
strengthened. These adjustments are generally carried out 
across a diverse set of particular measures which affect the 
economy mainly at the microeconomic level, the budgetary 
implications of which are difficult to measure at the level of 
the broad expenditure and receipts categories. 

When looking at the broad budgetary aggregates one never
theless observes that on the receipts side many differences 
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remain between Member States in the share and particularly 
the structure of taxes and social security charges. In 1988, 
the share of public receipts in GDP in the Community ranged 
from a minimum of 35,8 % in Portugal to a maximum of 
more than 60 % in Denmark. At the same time, the largest 
gap between the Community countries in the level of indirect 
taxes as a proportion of GDP was in a ratio of I to 2; this 
gap attained a ratio of I to 5 for direct taxes and I to 10 
for social security contributions. It is probable that the 
completion of the internal market will, by right, gradually 
result in a certain convergence, following harmonization 
measures which are directly related to it, or in fact following 
greater competition between fiscal systems. In general, 
greater balance ought to be sought, as far as possible, be
tween taxes and contributions which adversely affect the 
cost of factors of production ( direct taxes and social security 
contributions), which have seen a rapid increase, and those 
based on consumption (indirect taxes) whose share in GDP 
has remained almost stable. 

On the expenditure side, its reduction as a share of GDP 
between 1985 and 1990 will have been achieved by a decline 
in all categories of expenditure, including interest charges. 
It is important that in maintaining this trend, training and 
reconversion programmes and economically profitable pub
lic investment are preserved, even strengthened, in particular 
in those countries engaged in the catching-up process where 
the co-financing of the Community's structural programmes 
must be ensured. 

Implications for the Member States 

Because of the disparities in the current positions of Member 
States, the implementation of these guidelines would demand 
different efforts from the different Member States. 

In Greece and Italy, the lack to date of a significant improve
ment in the position of the public finances makes the resolute 
application of a consolidation programme very urgent. In 
the absence of a rapid reduction in the public finance imbal
ances, the maintenance or uptake in growth in these 
countries will be seriously compromised, as will the search 
for more stability and greater cohesion in the Community. 

In a second group of countries - Belgium, Ireland and 
Portugal - significant progress has already been made in 
improving the public finances and the favourable economic 
environment should be used to complete the actions already 
undertaken. 



Table 7.3 

General government receipts in the Community 

Indirect taxes 

Direct taxes 
Social security contributions 

Current transfers 

Total 

I Excluding Portugal. 

Table 7.4 

General government expenditure in the Community 

Current transfers 

• to enterprises 
• to households 
• to the rest of the world 

Interest payments 
Public consumption 
Fixed capital formation 
Net capital transfers 

Total 

I Excluding Greece and Portugal. 

In the other Member States, even if a sustainable budgetary 
position has been once again achieved, the room for ma
noeuvre in this area remains constrained in most of them by 
an external position which is in deficit (United Kingdom 
and Denmark), or fragile (France and Spain). The growth 

Budgetary policies 

(% of GDP) 

19701 1985 1988 1990 

13,1 12,9 13,2 13,2 
9,4 12,3 12,3 12,2 

10,2 14,6 14,5 14,2 
3,0 4,0 3,4 3,3 

35,6 43,8 43,4 42,9 

(% of GDP) 

19701 1985 1988 1990 

14,6 21,4 20,6 20,0 
1,7 2,5 2,1 1,9 

12,4 17,7 17,2 16,9 
0,5 1,2 1,3 1,2 

1,9 5,0 4,7 4,8 
14,3 18,6 18,2 17,7 
4,0 2,9 2,6 2,7 
0,8 1,1 0,7 0,6 

35,5 49,0 47,0 45,8 

in public debt in the Netherlands, even though it is slowing 
down, could become worrying in the medium term. In Ger
many the significant room for manoeuvre will be used to 
pursue the tax reform programme. 

SS 



Part A - The Community economy 

Conclusions 

The prospects for the forthcoming decade are good. The 
policies which have been pursued since the beginning of the 
1980s have allowed the fundamental factors for sound and 
employment-creating growth to improve significantly. The 
completion of the internal market, the catching-up process 
of the less favoured regions and countries, the liberalization 
of capital movements and the necessary advancement 
towards economic and monetary union will be the source of 
new progress and still greater dynamism. They, simul
taneously, pose a challenge to firms, governments and cen
tral banks who, in a situation involving greater competition, 
must adapt their behaviour and policies to this new frame 
of reference. 

In order to gain the full benefits from these achievements and 
opportunities, economic policy efforts need to be pursued in 
two principal directions: 

(i) To further improve the fundamental determinants of 
growth in the medium term. This is necessary so that all 
Community countries regain a high level of employment. 
It is particularly necessary in those countries which need 
to catch up and will be first to benefit from the structural 
Funds. 

(ii) To further improve the convergence towards monetary 
stability and the compatibility of macroeconomic per
formances with sustained and balanced growth. This is 
necessary so that the recovery of the last seven years does 
not founder on a resurgence of inflation or unsustainable 
external or budgetary imbalances. Furthermore, greater 
convergence is necessary to achieve greater stability of 
exchange rates which is also a condition for successful 
completion of the first stage of the EMU. 

Three principles for better coordination 

The economic policy challenges facing the Community 
require determined action from individual Member States 
and more effective coordination between them. Coordi
nation of economic policies within the Community has 
never been an easy task and has not been very successful 
in the past. Since the early 1980s, however, progress has 
been made in this area as well and coordination has become 
much more effective. At the outset of the first stage of 
economic and monetary union the Community must 
strengthen it further, drawing on the experience accumu
lated over the years. 

Better coordination should rest on three principles: 

(i) consensus on the way to attain the common economic 
policy objectives; 
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(ii) subsidiarity; 

(iii) learning-by-doing, in a dynamic process. 

Consensus on the way to attain the common 
economic policy objectives 

In the industrialized countries, the unsatisfactory experience 
of the 1970s led in the 1980s to a reorientation of the 
prevailing economic policy approach towards a greater 
awareness of the importance of stability and supply con
ditions. In the Community this trend has been accompanied 
by a growing recognition of the importance of policy interde
pendence and the development of a practice of looking for 
common answers to common problems. Years of cooper
ation have Jed to a broad consensus between Member States 
on the fundamental economic policy approach. 

The setting up of the EMS represented a quantum leap in 
this process. The economic policy discussions which went 
with the relatively frequent realignments of the beginning of 
the 1980s have been important steps in the development of 
a common approach to economic policy problems. The 
progressive implementation of the internal market project, 
with the additional constraints that greater integration and 
stronger interdependence bring, has also marked an impor
tant step in this direction. Since 1985, the Commission, 
especially in the Annual Economic Reports, has played a 
more active role in trying to consolidate and develop this 
consensus not only between Member States, but also with 
and between the Social Partners. 

Member States agree now not only on the main objectives 
of economic policy indicated in the Treaty such as growth, 
stability and a high level of employment, but they also share, 
to a large extent, a common view on how best to attain 
them. They agree on the objective of job-creating and non
inflationary growth with stability; on the framing of policy 
in the medium term; and on the need to accompany good 
macroeconomic management with structural reforms, taking 
into consideration the economic and social cohesion in the 
Community. On several occasions, since 1986, the Social 
Partners have expressed, in the framework of the social 
dialogue at Community level, their agreement on the basic 
principles of economic policy defined in the Annual Econ
omic Reports. 1 

1 In particular, joint opinion on the Annual Economic Report 1986-87 of 
6 November 1986 and joint opinion on the Annual Economic Report 
1987-88 of 26 November 1987, published in European Economy, No 30 
and No 34. 



During the 1980s, progress has been made in this direction 
throughout the Community, but with different degrees of 
success. The differences reflect the diversity in the starting 
points, the specific social situations and the different degrees 
of commitment to the achievement of this goal. 

The success of the first stage of EMU will depend to a 
large extent on the consolidation and development of this 
consensus. This is a necessary, but insufficient condition; 
other principles are required. 

Subsidiarity and mutual engagements 

The principle that the Community should only seek to act 
where a national government cannot be expected to do so 
satisfactorily is already widely reflected in areas of internal 
market and microeconomic policies. It should also be applied 
to the macroeconomic area as the Community progresses 
towards economic and monetary union. 

The creation of the internal market is increasing the econ
omic interdependence between the Member States and pro
gressively reducing the scope for independent policy action. 
The liberalization of capital movements and the approxi
mation of indirect taxes, to mention just two of the internal 
market measures, will exert a profound influence on policy
making at the national level. In fact, there are already 
signs that individual governments are responding to these 
influences or anticipating them by voluntarily taking steps 
in the direction of the common objectives. 

It is sometimes argued that these independent steps taken 
under market pressure are all that is needed to ensure that 
Member States and the Community as a whole achieve the 
common goals. Yet, experience shows that the effectiveness 
of these responses varies widely and insufficient and/or 
belated adjustment can be costly. A self-enforced policy 
coordination based on mutual engagements ensures the 
attainment of common goals more rapidly at lower adjust
ment costs. In the first stage of economic and monetary 
union, an equilibrium, which cannot be defined a priori, will 
have to be sought in a pragmatic way between market
enforced adjustment and voluntary coordination. 

Learning-by-doing in a dynamic process 

Over the last decade the Community has accumulated a rich 
experience in dealing with economic policy problems. It can 
now draw on it to define the actual policies to be implement
ed and to develop further a common approach. Three 

Conclusions 

examples will give a more concrete idea of the scope of this 
experience. 

Firstly, during the 1980s, the Community and the industrial
ized countries as a whole, have fought a hard disinflationary 
battle which has yielded remarkably positive results. The 
rate of inflation in the Community, in spite of a small 
acceleration over the last year, is now less than half of what 
it was in 1980. 

The most impressive results have been reached in countries 
which had previously experienced very high rates of inflation 
rather than in countries such as Germany where a national 
consensus on the need to maintain price stability had existed 
for years. In France and Ireland, the present rates of inflation 
are between a quarter and a third of what they were at the 
beginning of the decade and are comparable to those record
ed by the best performers. 

This result has been obtained through a combination of: 

(i) a broadly-based national consensus on the need to reduce 
inflation as part of the efforts aimed at improving growth 
conditions and eventually reduce unemployment which 
was at an extremely high level, and 

(ii) a coordinated policy effort which has drawn on all instru
ments of policy: a stability-oriented monetary policy, 
a firm exchange rate (both countries have submitted 
themselves to the discipline of the narrow band of the 
exchange rate mechanism of the EMS), budgetary and 
wage developments consistent with the stability objective. 

The experience of these countries now constitutes a useful 
precedent for the rest of the Member States. 

Secondly, visible progress has also been made in the budget
ary field. In the Community as a whole, the general govern
ment borrowing requirement is now half of what it was at 
the beginning of the 1980s. Three countries are even running 
a surplus and are therefore reducing the amount of outstand
ing public debt. 

In this area, however, some Member States have until now 
found it difficult to draw on the experience of others and 
many worrying positions still persist. Progress in this area 
is objectively difficult. Budgetary consolidation, especially if 
starting from extremely deteriorated conditions, is a painful 
and politically difficult process. Failure to act does not result 
in immediately visible negative consequences, but rather 
permeates the whole economic system and results in a con
tinuous deterioration of structural conditions. The temp
tation to delay action is difficult to resist. Besides, the exter
nal constraint represented by the exchange rate discipline 
takes more time to feed through. It is possible to counter 
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with other means - in particular, with a very restnct1ve 
monetary policy - the negative effects of a lax budgetary 
policy for many years. This however takes its toll on invest
ment and growth. 

Reliance on totally independent policy action could be costly 
and policy coordination would bring welcome positive 
results. There are also Community-wide reasons for such 
coordination. Stability of exchange rates, which is a 'com
mon good' for the Community, is eventually undermined by 
untenable budgetary positions. In addition, in an integrated 
financial system the financing of large budget deficits is not 
without influence on monetary conditions in other Member 
States. 

Member States can especially draw on the experience of 
Ireland and Denmark where the budgetary positions were 
very precarious and where the burden of public debt rep
resented a serious burden on economic policy. These 
countries have successfully managed to turn around their 
budgetary position in a relatively short period and without 
affecting growth. In Denmark, a general government bor
rowing requirement exceeding 9 % of GDP in 1982 was 
turned into a surplus equal to 3 % of GDP by 1986 while 
maintaining an average growth rate of more than 3 %. In 
Ireland, the general government borrowing requirement was 
reduced from 11 % of GDP in 1985-86 to around 4 % in 
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1988-89 while the rate of growth has progressively acceler
ated to reach over 5 % this year. 

Thirdly, the large and growing imbalances in the external 
positions of Member States show that more effort has to go 
into the search for a better approach to this policy problem. 

In this area, as in that of budgetary policy, other means -
essentially monetary policy - can successfully offset the 
adverse effects of unsound cost, price and demand develop
ments for many years before eventually giving way to 
exchange rate adjustments or policy adjustment. If adjust
ment is delayed, the structures of production adapt in reac
tion to incorrect signals and the eventual correction will be 
all the more painful. 

Current account imbalances are often the result of medium
term processes which need several years to be corrected. The 
timely detection of worrying trends is not easy. By the time 
symptoms appear, the underlying trend has often acquired 
a momentum of its own that will be maintained long after 
the introduction of corrective action. The difficulty of agree
ing on a current account balances pattern compatible with 
all Community objectives, including the strengthening of its 
cohesion, complicates the problem further. 

For the success of the first stage of economic and monetary 
union, it will be necessary to inject a new spirit into Com
munity macroeconomic coordination on the basis of the 
principles just outlined. 



Part B - The national economies 

Introduction 

Most of the 12 national economies have recently experienced 
strong growth which should be maintained, albeit at a 
slightly slower pace, for the next year. The exceptions are 
Denmark, which is recovering only slowly from recession, 
and the United Kingdom, where overheating has necessi
tated restraints on growth. 

Faster growth has assisted the efforts of the less-prosperous 
countries, particularly Portugal, to narrow the gap with the 
rest of the Community. For Greece and Portugal, however, 
further progress may be impeded by constraints arising from 
the high public debt, while in Spain some overheating is 
evident which may result in growth being curbed. 

Strong growth is having positive effects on employment, 
especially in Germany, Spain and Portugal, and until re
cently in the United Kingdom . None the less, unemployment 
remains high in several countries, notably in Denmark, 
France and Italy, and above all in Spain and Ireland, reflect
ing the intractability of long-term unemployment. 

Widespread wage restraint has helped to ensure that inflation 
has picked up only slightly in the wake of faster growth. 
Among the participants in the exchange-rate mechanism 
there is increasing convergence, though the average has risen. 
Elsewhere, however, the situation is less satisfactory. 

Although almost everywhere increased investment has con
tributed importantly to growth, capacity constraints have 
emerged in several economies, particularly in Germany, 
Spain, France, Italy, the Netherlands and the United 
Kingdom. For some, the additional investment required may 
have a high import content, which can be expected to cause 
a deterioration in the external balance. By contrast, German 
exports of investment goods have expanded rapidly to meet 
the current booming demand in other Community countries. 
This is further contributing to Germany's excessively large 
external surplus, which gives ground for concern in the 
medium term, since the longer a correction is delayed the 
more severe will be the likely consequences. 

An emerging constraint in several countries is the ageing of 
the population. This affects Germany, Spain, France and 
Luxembourg. Such demographic change carries substantial 
implications for welfare and health provision since it entails 
a combination of rapidly expanding expenditure and a de
clining number of contributors, as well as a shorter contri
bution period where education is being extended or retire
ment brought forward . 

Demographic shifts account too for some of the structural 
differences among countries, for instance in saving and in
vestment patterns. In this respect, increased financial inte
gration of the Community may help by facilitating auton
omous capital flows from countries with an ageing popu
lation and excess savings to faster-growing, less-industrial
ized economies. 

Besides continuing efforts towards nominal and real conver
gence and overcoming medium-term constraints, national 
policy has to adapt to the changes resulting from capital 
liberalization, prepare for the greater competition in goods 
and factor markets that will result from the completion of 
the internal market in 1992, and embark on economic and 
monetary union. Both public authorities and private agents 
have begun to adjust to the developments of the coming 
years. 

Complete capital mobility will remove the capacity to shelter 
domestic financial markets from external developments. In 
countries that participate in the EMS exchange-rate mechan
ism, monetary policy will have to take into account the 
objective of stabilizing the exchange rate. Since policymakers 
will no longer be able to pursue independent monetary 
policies, other policies will assume a greater role. 

The importance of fiscal policy will increase for correcting 
imbalances in the medium term. In some countries, however, 
notably Belgium, Greece, Ireland, Italy, the Netherlands and 
Portugal, fiscal policy is constrained by a high public debt. 

Tax reform is an area where, despite the substantial power 
of national authorities, the market is exerting significant 
pressure. Several governments have already taken steps to 
position their economies better for the single market, and 
further action is planned. Measures focus on alleviating the 
tax burden of firms to help them to become more competitive 
and bringing VAT and excise duties into line with those of 
other Member States. 

The increased attention given to structural policy in recent 
years will expand further in view of the limits on some other 
policy instruments and the nature of the problems. The 
persistence of high unemployment in several countries, de
spite strong growth, and the pressure to improve competi
tiveness in advance of the completion of the internal market 
have renewed concern with the labour market. The problems 
of mismatch and long-term unemployment point to the 
need for improved training and other measures to increase 
geographical and occupational mobility. 

A more detailed analysis of the current situation and recent 
policy measures in each of the 12 national economies is 
presented in the following sections. 
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Belgium 

Domestic developments allow full participation 
in an expanding environment 

The policies introduced since 1982 to restructure the econ
omy have undoubtedly enabled Belgium to rejoin the group 
of mature EC countries with low inflation, a significant trade 
surplus, a stable exchange rate, high growth and falling 
unemployment. 

Table 1 

Macroeconomic performance 

1982-84 1985-87 1988 1989 1990 

GDP growth rate 
(% change) 1,3 1,6 4,0 4,2 3,3 
Total domestic demand 
(% change) 0,3 2,3 4,0 4,5 3,3 
Employment(% change) -0,8 0,7 1,4 1,1 0,6 
Unemployment rate(%) 12,4 11,7 10,4 9,4 8,8 
Inflation (%) 6,7 2,7 1,2 3,2 3,5 
Balance of current 
account (% of GDP) - 1,5 1,2 1,0 0,8 0,8 

The performance of the Belgian economy has exceeded ex
pectations for the second consecutive year, with real GDP 
growth of 4,2 % likely this year. This development, although 
supported by a sound evolution of private consumption, has 
mainly been based on buoyant investment and expanding 
demand for exports and as such reflects the return of confi
dence. Furthermore, the buoyancy of demand has not led 
to inflationary pressures nor to excessive imports. Clearly, 
supply conditions have strongly improved to be able to 
respond to these changes in demand. Meanwhile, the expan
sion of output has led to a substantial reduction in unem
ployment, pushing the rate below the EC average. Prospects 
for 1990 remain very favourable from a domestic point of 
view, on the assumption that no fundamental changes occur 
in the dynamism of the international environment. 

The present government has taken a number of important 
measures during the last year to consolidate these achieve
ments. Among other things, the authorities and the social 
partners have reached a consensus with respect to the major 
policy objective of external equilibrium. If competitiveness 
relative to the country's main trading partners is threatened, 
the government can, after consultation, take effective meas
ures to control domestic cost developments. An ambitious 
reform of personal income taxation has also been ac-
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complished, whereby the government has reduced the tax 
wedge on labour income and has substantially eased the 
previously heavy taxation of the incomes of married couples. 

Table 2 

Investment performance 

I 982-84 1985-87 1988 1989 1990 

Gross capital formation 
• % of GDP 16,8 17,1 18,9 20,3 20,8 
• % change -1,3 4,1 12,9 12,3 5,8 
of which: 
Equipment(% change) 5,3 6,7 14,0 16,0 8,0 
Construction(% change) -5,9 2,4 12,0 9,0 3,8 

Table 3 

Economic policy indicators 

1982-84 I 985-87 1988 1989 1990 

Money growth 
(% change) 6,9 9,1 7,6 7,5 7,0 
Short-term interest rate 12,0 8,2 6,7 8,4 8,0 
Long-term interest rate 12,4 8,8 7,9 8,5 8,5 
Competitiveness I 73,4 77,3 79,1 78,2 78,7 
Budget balance 
(% of GDP) -10,4 -8,1 -6,5 -6,0 -5,7 
Gross public debt 
(% of GDP) 103,1 119,9 127,5 126,6 126,0 
Nominal wages per head 
(% change) 6,9 3,1 2,4 5,4 5,8 
Real wages per head 
(% change) 0,2 0,3 1,2 2,1 2,2 

' BLEU. 1980 = 100. 
Inflation : consumer price deflator . 
Money growth : broad money expansion (M2/ M3). 
Competitiveness: Nominal unit wage costs. manufacturing industry or branches relative to 19 
industrial countries, double weighting of exports; 1980 = 100. 
Budget balance : net borrowing of general government. 
Gross public debt : general government. 
Nominal wages : compensation per head . 
Real wages: compensation per head deflated by consumer prices. 

The public finance situation calls for greater 
efforts in the context of the single market 

In the medium term, a major threat which might jeopardize 
future growth stems from the fiscal-policy stance. Although 
it is likely that the central government target deficit of 
7 % of GNP for 1989 will be achieved, this can hardly be 



considered to be a very substantial reduction, particularly 
as a number of savings intended to bring the deficit down 
consisted of rescheduling operations and off-budget finan
cing. With respect to fiscal policy for 1990 and beyond, the 
adherence of the Belgian authorities to their dual-target 
strategy, i.e. no increase in non-interest expenditure above 
the rate of inflation and no rise in the central government 
deficit in nominal terms, should be sufficient to stop the 
automatic increase in the public debt/GDP ratio caused by 
the continuing rapid expansion of interest payments. Of 
course, the recent devolution of powers to the autonomous 
regions and communities will have major implications for 
fiscal policy, since the dual-target strategy applies strictly to 
central government. Consequently, it is important to ensure 
that the process of fiscal consolidation - which should be 
assessed at general government level - is not hampered by 
this devolution process. 

Fiscal consolidation is a necessary condition for Belgium to 
take full advantage of the benefits of the 1992 programme 
and the liberalization of financial markets. The completion 
of the internal market will constitute a new challenge for 
this small open economy, which already has a long tradition 
of non-restrictive external policies. The abolition of the dual
exchange market system, necessary to achieve unification of 
financial markets within the Community, will force domestic 
monetary and fiscal policies to become even more integrated 
with those of the other Member States. In this respect, a 
number of policy measures which have already been taken 

Belgium 

to meet this challenge are welcome. The central bank has 
been allowed the power to institute compulsory reserves 
for financial intermediaries; furthermore, a new system of 
central bank credits to financial institutions has been estab
lished, allowing an extension of the bank's sphere of influ
ence to very short-term interest rates. Apart from this, the 
opening of frontiers in several sectors which up to now have 
been sheltered from competition implies an active restructur
ing policy in order to anticipate these developments. Policy 
action is particularly recommended in the financial sector, 
where markets and institutions should be reformed to bring 
their structure closer to those of other European financial 
centres, allowing them to compete after 1990. Furthermore, 
corporate taxation should be made more transparent to 
foreign investors by reducing the number of tax deductions 
and lowering marginal rates. 

Nevertheless, assessment of the future performance of the 
domestic economy will largely depend on the evolution of 
unemployment. Despite the substantial reduction achieved 
in recent years, it cannot be denied that the absolute level 
of unemployment remains too high. An additional problem 
in this respect is the existence of an unsatisfied demand for 
skilled labour. This points to maladjustments in the labour 
supply and thus underlines the need for more readily avail
able training opportunities. A more fundamental absorption 
of surplus labour will have to be generated through develop
ments in the private sector, because of the very limited scope 
for action within the public sector. 
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Denmark 

External situation steadily improving but 
unemployment remains high 

After years of persistent external deficits resulting in mount
ing external debt and constraints on economic policy, the 
improvement of the current account was given the highest 
priority. The necessary adjustment process was assisted no
tably by a tight budgetary policy and, recently, by measures 
to curb private consumption. However, the development of 
international competitiveness was not sufficient to facilitate 
a rapid shift of resources from domestic sectors to export 
sectors. Therefore, output fell followed by a rise in unem
ployment. 

Positive achievements in the process of 
macroeconomic convergence 

In 1989, the Danish economy has begun to recover from 
one of its longest post-war recessions. The fall in domestic 
demand has bottomed out and the growth of exports has 
been high. Thus, real GDP should grow by some I ,6 % in 
1989 compared with a minor fall in I 988. In I 990, the growth 
of GDP should accelerate slightly to a rate of about 2,0 % . 

Table 1 

Macroeconomic performance 

1982-84 1985-87 1988 1989 1990 

GDP growth rate 
(% change) 3,3 2,2 -0,4 1,6 2,0 
Total domestic demand 
(% change) 3,3 2,6 -2,2 0,7 1,1 
Employment(% change) 0,8 1,9 -0,3 -0,6 0,5 
Unemployment rate(%) 9,9 6,4 6,4 7,4 7,6 
Inflation(%) 7,8 4,1 4,9 4,7 3,0 
Balance of current 
account (% of GDP) - 3,3 -4,3 -1,8 -2,0 - 1,1 

In recent years, relatively sluggish domestic demand com
bined with strong growth in world trade has helped to 
narrow the current account deficit. Following substantial 
improvements in the past two years (a fall in the external 
deficit from 5,5 % of GDP in 1986 to 1,7 % in 1988) 1989 
is seeing a minor set-back which is due to a deterioration in 
the terms of trade and a one-off decline in net exports of 
ships, prompted by the establishment of the Danish Inter-
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national Ship Register. The more fundamental underlying 
current account balance, however, is likely to remain on the 
positive trend path which it has followed during most of the 
I 980s, and in I 990 the current account deficit should narrow 
somewhat further. 

In I 987, international competitiveness was seriously eroded 
by generous two-year wage settlements. Cost-reducing fiscal 
measures, which were adopted subsequently, compensated 
exporters to some extent. Thanks to recent wage moderation 
combined with a fall in the effective exchange rate, the pre-
1987 level of international competitiveness has now been 
restored. Despite very buoyant world demand, however, 
overall economic growth has been too low to foster employ
ment creation. The number of unemployed has risen for the 
second consecutive year. 

The two-year wage settlement of I 989 provided for a signifi
cant slowdown in hourly wage increases. Hence, even though 
import prices soared from 1988 to I 989, inflation tapered 
off slightly and is now below the average for the Community. 
In 1990, import prices may rise only moderately and inflation 
could fall to 3 % - the lowest rate for decades. 

Low gross capital formation and 
weak competitiveness 

Although the narrowing of the current account deficit is 
encouraging, a shadow is cast by the fact that recently the 
main counterpart of this improvement has been a decline in 
private investment, notably during the period 1986 to 1988. 
Relative to GDP, gross capital formation has fallen steadily 
since the mid-1980s; it is now lower than for most other 
member countries. A two-handed strategy is needed in order 
to continue the external adjustment process while improving 
the capacity of the economy to pursue employment-creating 
growth. On the one hand, continued efforts are required to 
increase private saving while maintaining a high level of 

Table 2 

Investment performance 

1982-84 1985-87 1988 1989 1990 

Gross capital formation 
• % of GDP 16,4 19,5 18,0 17,9 17,8 
• % change 7,2 7,4 - 6,5 0,0 2,2 
of which: 
Construction (% change) 3,0 8,2 - 6,1 - 3,0 1,5 
Equipment(% change) 13,0 4,6 - 7,0 4,0 3,0 



public saving. On the other hand, incentives to invest, no
tably in the exporting sectors, should be strengthened. The 
latter may be impossible to achieve without an improvement 
in international competitiveness. A return to employment
creating growth, therefore, will require a fall in wage costs 
relative to competitors. 

Room for demand management remains 
narrow-micro-policies are called for 

While fiscal policy is assigned to the external balance, monet
ary policy is restricted by the ERM commitment. It is, 
therefore, necessary to rely on other policies to ensure a 
balanced adjustment of the economy. 

A consequence of the ongoing process of international mon
etary and economic integration is that the labour market 
will increasingly bear the brunt of adjustments following 
adverse movements in international competitiveness. Policies 
designed to assist wage moderation, therefore, are more 
necessary than ever. Measures to ensure that the economic 
burden of unemployment is shared and more directly felt by 
the whole labour force are desirable. Greater flexibility in 
the utilization of the existing capital stock should also be 
considered. 

Major plans for reform of the tax system have been launched 
in 1989. The idea is to broaden the tax base and to reduce 
the tax imposed on interest payments. Reductions in mar
ginal tax rates and excise duties are also proposed. Although 
these measures are welcome and in line with other major 
international tax reforms, some words of caution are appro
priate. Firstly, the overall stance of fiscal policy should not 

Denmark 

Table 3 

Economic policy indicators 

1982-84 1985-87 1988 1989 1990 

Money growth 
(% change) 18,1 9,4 2,0 4,1 4,3 
Short-term interest rate 14,3 12,9 8,3 8,7 8,5 
Long-term interest rate 16,3 11,3 10,6 10,0 9,5 
Competitiveness 
{1980= 100) 91,2 106,7 122,2 123,6 111,5 
Budget balance 
(% of GDP) -6,8 1,1 0,2 0,1 0,7 
Gross public debt 
(% of GDP) 72,3 68,5 64,0 61,6 58,1 
Nominal wages per head 
(% change) 10,5 5,0 4,3 3,6 3,3 
Real wages per head 
(% change) 0,7 1,8 -0,6 -1,1 0,3 
Hourly wage costs in 
industry(% change) 8,4 7,2 6,9 4,5 3,5 

For definitions. see table for Belgium, p. 60. 

be eased by the reform, since this might jeopardize the 
external adjustment process. Secondly, the measures should 
meet the requirements of the internal market, thus signifi
cantly reducing excise duties on a wide range of commodities. 
Within a neutral fiscal policy framework the room for lower
ing the tax burden on personal incomes may be limited, even 
though public expenditure is being reduced. Nevertheless, 
marginal tax rates should be lowered substantially in order 
to assist wage moderation and, at the same time, the tax 
base should be broadened. 
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Federal Republic of Germany 

The recent upswing has been fuelled by a 
recovery of investment and exports 

The German economy is booming as in the late 1970s. In 
1988 and 1989, the seventh and eighth consecutive years of 
the recent upswing, the economy has moved onto a growth 
path of more than 3 % . Very buoyant investment in equip
ment, a strong recovery in construction investment and a 
favourable external trade performance dominate the growth 
pattern, with overall economic growth in 1989 likely to attain 
some 4 % (GDP). Next year will see a significant acceleration 
of private consumption too , fuelled by the third step of the 
1986-90 tax reform. Meanwhile, the investment performance 
will moderate somewhat. The external balance will contrib
ute less to growth due to the assumed slowdown of world 
demand . Nevertheless, GDP growth will once again 
exceed 3 %. 

The excellent growth performance in Germany is, however, 
resulting in two imbalances: the German current account 
balance is exhibiting a rapidly increasing surplus of 5 to 6 % 
of GDP, not least as a result of the investment boom in 
Europe, and increasing demand pressure is leading to rising 
inflation rates . 

Buoyant internal and external demand has brought about a 
significant improvement in employment. Employment cre
ation is being assisted by very moderate wage demands on 
the part of the trade unions. Because of immigration, how
ever, unemployment figures do not completely mirror the 
excellent employment performance. 

Recent settlements indicate that wage moderation will con
tinue, so that German export industry's competitiveness 
will not be threatened by labour costs. The recovery of 
international competitiveness, due to a real Deutschmark 
depreciation, has fuelled the widening external surplus. With 
rates of return abroad better than expected at home and in 
the absence of expectations of a Deutschmark revaluation, 
net long-term capital outflows rose to record levels in 1988, 
offsetting the current account surplus on the balance of 
payments. Since early 1989, the abolition of the coupon tax, 
the narrowing interest rate differentials vis-a-vis EMS and 
non-EMS currencies and an implied change in exchange rate 
expectations, particularly against the dollar, have led to a 
reversal of long-term capital flows. 

Inflation picked up after 3 years of accommodating monet
ary policy, a jump in import prices and consumer tax in
creases. Monetary policy, therefore, was tightened between 
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Table 1 

Macroeconomic performance 

1982-84 1985-87 1988 1989 1990 

GDP growth rate 
(% change) 1,2 2,0 3,7 3,8 3,5 

Total domestic demand 
(% change) 0,8 2,4 3,8 2,7 3,1 

Employment(% change) - 1,0 0,8 0,6 1,4 1,3 

Unemployment rate(%) 6,9 6,7 6,4 5,6 5,4 

Inflation(%) 3,5 0,7 1,2 3,1 2,8 

Balance of current 
account (% of GDP) 0,5 3,6 4,1 5,3 5,8 

mid-1988 and mid-1989, mainly affecting short-term interest 
rates. Long-term interest rates have remained relatively sta
ble, the consequent flattening of the yield-curve suggesting 
that monetary policy has so far succeeded in subduing in
flation expectations. At the same time the expansion of M3 
was brought down to 5 % compared to the fourth quarter of 
1988, implying a slight reduction of the monetary overhang. 

Tighter monetary policy was accompanied by a somewhat 
tighter fiscal policy. In 1990, however, reflecting the tax 
reform, fiscal policy will become quite expansionary and 
perhaps even procyclical. The change of the fiscal policy 
stance of the Federal Government mainly reflects the elec
tions of 1990. This may have also affected the great reluc
tance to do away with sectoral subsidies. 

Table 2 

Economic policy indicators 

1982-84 1985-87 1988 1989 1990 

Money growth 
(% change) 5,7 5,8 6,9 5,1 4,9 
Short-term interest rate 6,9 4,7 4,3 6,7 6,8 
Long-term interest rate 8,2 6,1 6,1 7,0 7,0 
Competitiveness 
(1980= 100) 92,2 100,6 107,8 102,7 101 ,0 
Nominal wages per head 
(% change) 3,8 3,3 3,1 3,1 3,4 
Real wages per head 
(% change) 0,3 2,6 2,0 0,0 0,7 

For definitions, see ta ble for Belgi um. p. 60. 



As far as monetary policy is concerned, Germany remains 
the anchor of the EMS. In microeconomic areas, however, 
neither 1989 nor 1990 will record progress in the field of 
deregulation and subsidy reduction. On the contrary, with 
respect to the internal market programme, deregulation pro
jects (e.g. in the transport sector) have come to a standstill. 

Table 3 

Public finance data 

1970 1980 1985 1988 

Current receipts 38,9 45,4 46,4 44,5 

Current expenditure 32,6 43,0 43,7 43,1 

Gross fixed capital 
formation 4,6 3,6 2,4 2,4 

Budget balance -0,2 -2,9 -1,1 -2,1 

• Federal Government -0,7 - 1,7 -0,9 -1,7 

Gross public debt 18,6 32,7 42,5 44,5 

• Federal Government 8,0 15,7 21,4 22,5 

Excessive external imbalances call for 
new measures 

(% of GDP) 

1989 1990 

45,1 43,6 
41,6 40,8 

2,3 2,3 
0,0 -0,5 

-0,7 -0,8 

42,0 40,8 
22,5 22,8 

An excessive widening in the external imbalances vis-a-vis 
other Community countries is increasingly a problem in both 
the national and international context. The likely continu
ation of these imbalances will intensify pressure for a process 
of adjustment. The later this comes, the more painful it will 
be for the German economy. Recent exchange rates allow 
German enterprises to make high profits from exports, lead
ing to an allocation of resources to export-oriented sectors. 
A late and consequently sharp change in relative prices 
would seriously reduce profitability in the export industries 
with significantly negative implications. This would lead, 
perhaps, to a strong cyclical slowdown, coinciding with a 
substantial deficit in the public sector and still quite high 
unemployment figures. Moreover, a slowdown of internal 
demand in Germany might negatively affect the total econ
omic performance in Europe. 

Prospects for reducing external imbalances in the shorter 
term are quite poor, since the appropriate instruments do 
not appear to be available. Stimulating fiscal measures in 
addition to those already planned for 1990 would increase 
the danger of overheating. In the European context, a re-

Germany 

duction of investment demand in deficit countries would 
perhaps not be welcomed in view of the catching-up strategy. 
Furthermore, there is no guarantee that a slowdown in those 
countries would be focused on German investment goods 
given Germany's favourable competitiveness. Nevertheless, 
the large and rising current account surplus will have impor
tant structural implications for the German economy. 

Deregulation in sheltered domestic sectors, such as elec
tricity, transport and communications, would lead to a wel
come shift of demand to imported goods. Reducing subsidies 
in agriculture or coal would reinforce such a move. 

Growth is becoming rnore employment 
intensive 

The growth of the capital stock remains in line with output. 
The capital coefficient (capital stock/GDP) has stabilized at 
5 for the whole economy and 2,3 for the manufacturing 
sector. Yet capital intensity (capital stock/employed person) 
is edging up by less than 2 % per year compared to around 
5 % in the early 1980s or more than 6 % during earlier 
upswings, making growth more employment-intensive. 
Thanks to the greater flexibility in the use of the capital 
stock and the still high labour market reserves, no overall 
constraints on real output are emerging from this source. 
Some sectors, however, already fear output constraints stem
ming from labour shortages, e.g. in the construction sector. 

Table 4 

Investment and capital stock 

1982·84 1985-87 1988 1989 1990 

Gross capital formation 
• % of GDP 20,7 20,3 20,8 21,6 21 ,9 
• % change - 0,5 2,0 5,9 7,7 5,1 
of which: 
Construction(% change) - 0,3 -0,9 4,7 4,8 3,2 
Equipment(% change) - 0,5 6,4 7,5 11 ,3 7,4 
Capital stock(% change) 2,8 2,5 2,6 
Capital coefficient 
(% change) 1,6 0,5 - 0,9 
Capital intensity 
(% change) 3,9 1,7 2,0 
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In this respect, economic integration would help by reducing 
regional imbalances in the demand for and supply of labour. 
To the extent that an important medium-term labour supply 
shortage can be expected in Germany, economic integration 
with the possibility of immigration should be of interest. 
Recently immigration from the East is offsetting the en
dogenous demographic decline of labour supply. Indeed, 
between 1988 and 1990 about I million immigrants will push 
up the labour force by 2 Y2 %. 

Deregulation as the internal market approaches 

Germany is the biggest exporter and importer in the Com
munity. Furthermore, its stability record has been the best 
of all member countries. So it looks as if Germany is well 
prepared to face the challenge of the single market and to 
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defend its position in the European Community, and the 
Federal Government sees no need for action beyond appro
priate national legislative changes to accompany the de
cisions and directives of the Council. Deregulation plans 
(e.g. for transport, banking and insurance sectors, etc.) seem 
to have been postponed. 

However, to improve the competitiveness of enterprises the 
government now plans to reduce the overall tax burden by 
a reform of corporate taxation. A simultaneous reduction 
of sheltering and subsidizing sectors, which could partly 
finance such tax cuts or make them more significant, is not 
planned for the time being. On the other hand the govern
ment has adopted some changes in indirect taxation (excise 
duties) which match the Commission's proposals in this 
field . 



Greece 

Little progress on macroeconomic stability and 
poor medium-term growth performance 

Whereas in 1986 and 1987 economic policy pursued a stabili
zation programme aimed at reducing the current account 
deficit and inflation, since the beginning of 1988 more em
phasis has been put on output growth. The relaxation of 
wage policy boosted private consumption; the upturn in 
private investment - to a large extent a reaction to improved 
profitability - and the expansion of public current and 
capital expenditure have also contributed to the increase in 
domestic demand. Growth in output has covered most of 
this increase, while pressures on the external balance from 
the real economy have so far remained moderate and for 
the most part have been offset by invisible receipts and 
spontaneous capital inflows. The slowing in inflation ob
served since the beginning of 1986 came to an end in mid-
1988; since then it has persisted at around 13-14 %. However, 
the upturn in activity has been achieved at the expense of 
widening public deficits and a fast rising public debt/GDP 
ratio which now put at risk the progress achieved on the 
inflation and external fronts. 

Table 1 

Macroeconomic performance 

1982·84 1985•87 1988 1989 1990 

GDP growth rate 
(% change) 1,2 1,3 4,0 2,5 2,3 
Total domestic demand 
(% change) 1,3 2,0 3,5 3,5 2,7 
Employment(% change) 0,2 0,3 1,1 0,7 0,7 
Unemployment rate (%) 8,0 8,3 8,5 8,5 8,5 
Inflation (%) 19,2 18,9 13,9 14,3 15,0 
Balance of current 
account (% of GDP) -4,5 -5,7 -1,5 -3,4 -3,5 

Relative to the Community average, Greece fell back in the 
1980s in terms of GDP per capita: the catching-up process 
observed in the 1960s and 1970s not only stopped but indeed 
went into reverse. The catching-up process can only be 
expected to resume in the medium term if economic policy 
is radically changed with a view to enhancing the prospects 
for balanced growth. 

Greece 

Table 2 

Investment performance 

1982-84 1985-87 1988 1989 1990 

Gross fixed capital for-
mation 

• % of GDP 19,6 18,4 17,8 18,7 19,2 

• % change -3,0 -1,1 9,0 6,6 6,4 
of which: 
Construction(% change) -5,2 -1,9 7,7 7,5 6,0 
Equipment(% change) 0,0 -0,1 10,7 5,5 7,0 

Control of public deficits: the priority task 

In the coming years, there is an urgent need to reduce rapidly 
public deficits, which in 1989 are by far the largest in the 
Community. High public deficits for several consecutive 
years have led to a rapid increase in the general government 
debt/GDP ratio which in 1988 reached 73,9 % (as against 
27, 7 % in 1980). The restructuring of the public debt towards 
bond financing together with a monetary policy aiming at 
higher real interest rates resulted in a sizeable increase in the 
effective financing cost of public debt, thus giving rise to 
a vicious circle. The public finance situation deteriorated 
substantially in 1989 for the second year in a row. The 
shortfall in tax revenue - which was the main reason for 
the overshooting of public deficits in 1988 - continued in 
1989; in addition, expenditure this year is expected to grow 
faster than projected. As a consequence, the PSBR (covering 
both general government and public enterprises) is likely to 
exceed 21 % of GDP for the year as a whole (compared with 
16 % in 1988). 

Clearly, the public debt is on an unsustainable trajectory. 
Not only has it now reached a level at which deficits become 
self-generating, but its direct repercussions on the real econ
omy and the building-up of negative expectations could 
undermine any attempts to restructure the productive ca
pacity and could aggravate the internal and external con
straints on the growth of the economy. Monetary and ex
change rate policies will continue to bear a heavy burden in 
the policy mix. The financing of the ever-higher public defi
cits will lead to a further increase in interest rates from an 
already high level. But the implied monetary tightening will 
inevitably make the necessary investment for modernization 
and capacity expansion more costly. Combined with the loss 
in competitiveness brought about by an anti-inflationary 
exchange rate policy, this could affect the upturn in business 
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Table 3 

Economic policy indicators 

1982-84 1985-87 1988 1989 1990 

Money growth 
(% change) 26,2 23,5 24,8 24,1 24,1 

Short-term interest rate 17,1 17,5 15,9 19,0 20,0 

Long-term interest rate 17,4 16,3 16,6 18,0 19,0 

Competitiveness 119,8 105,5 104,2 111 ,6 113,7 

Budget balance 
(% of GDP) - 8,7 - 11 ,3 -14,9 -19,9 -20,0 

Gross public debt 
(% of GDP) 42,3 60,9 73,9 82,1 91 ,8 

Nominal wages per head 
(% change) 23,8 16,0 18,4 20,6 16,2 

Real wages per head 
(% change) 4,1 -2,3 4,0 5,5 1,0 

For defi nitions. see table for Belgi um. p . 60. 

investment observed in 1988 and 1989. The lack of a pro
gramme of fiscal consolidation could create inflationary 
expectations and thus lead to a flight into real estate and 
hasty purchases of goods. Besides pushing up product prices, 
such a development would result in higher imports and a 
wider trade deficit, while the fading confidence in the 
drachma would reduce the capital and quasi-capital inflows, 
leading to a weakening of the balance of payments. There are 
already some signs indicating that such a negative scenario is 
not pure fiction but a worrying possibility. 

Since mid-1988, the annual inflation rate has remained 
within the 13-15 % range, which is almost three times the 
average for the Community. Such a discrepancy clearly does 
not leave any room for Greece to participate in the moves 
towards EMU. Given the interrelation between fiscal and 
monetary policies, progress on fiscal consolidation would 
lead to more nominal convergence with the EMS countries 
and is, therefore, a precondition for a possible participation 
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in the ERM. On the other hand, the credibility gains to be 
obtained from this participation would in turn help the 
domestic stabilization process. 

In search of a comprehensive 
development strategy 

The scale of the necessary correction in public finances and 
the seriousness of the economic prospects now seem to be 
widely recognized in Greece. But persisting political uncer
tainty has not yet provided the necessary conditions for 
corrective measures to be taken. Quick and determined ac
tion by the Greek authorities is needed to counter the build
up of negative expectations and to establish the conditions 
which will encourage the balanced expansion of activity, 
especially in the private sector. The structural adjustment of 
the Greek economy with a view both to integration in the 
internal market and to real convergence with the rest of the 
Community requires a medium-term development strategy 
containing a combination of structural measures, together 
with the appropriate macroeconomic (monetary, exchange 
rate and incomes) policies. Among the structural measures 
priority should be given to a fiscal adjustment plan aimed 
at reducing deficits by tight control of current spending and 
action to increase tax revenues. The liberalization of the 
financial system - already under way for several years -
should continue so as to allow it to adapt smoothly to a 
fully integrated European market for financial services. A 
third element concerns the deregulation of the goods and 
labour markets . Incomes policy will play an important role 
in this development strategy. The wage indexation scheme, 
while it has helped to restrain wage increases and so contrib
uted to the disinflation process, on the other hand - by 
reducing wage differentials - tends to diminish the incen
tives for productive work. This aspect will become more 
important in the medium term and should, therefore, be 
taken into account in the design of incomes policy. Finally, 
the increased spending of the Community's structural Funds 
should be used to finance the formation of physical and 
human capital so as to facilitate the necessary adjustment 
and development of the Greek economy. 



Spain 

An excellent economic performance but one 
which is increasingly difficult to sustain 

Continuing a remarkable phase of expansion since the se
cond half of 1985, the Spanish economy will achieve a 
growth rate of 4,7 % in 1989, which is higher than initially 
forecast. A recovery in the gross operating surplus, an im
provement in the financial situation of firms and the favour
able prospects opened up by accession to the Community 
?ave led to a sharp increase in investment and consequently 
m employment. Gross fixed capital formation has risen by 
an average of 13,1 % per year over the period 1986-89. 
Greater labour market flexibility associated with a moderate 
trend in wage costs has resulted in very high levels of employ
ment creation since 1986 ( + 3,5 % in 1989 and an annual 
average of + 2,9 % over the last four years). Nevertheless, 
the unemployment rate remains very high relative to the 
Community average although it has fallen from 19,6 % in 
1988 to 17,6 % in 1989. 

Table 1 

Macroeconomic performance 

1982-84 1985-87 1988 1989 1990 

GDP growth rate 
(% change) 1,6 3,7 5,0 4,7 4,0 
Total domestic demand 
(% change) 0,4 5,7 6,7 6,7 5,3 
Employment(% change) -1,4 1,3 2,9 3,5 2,5 
Unemployment(%) 18,2 21,2 19,6 17,6 16,5 
Inflation (%) 12,7 7,6 5,1 6,8 6,3 
Balance of current 
account (% GDP) -0,9 1,1 ·-1,1 -2,9 -4,0 

Table 2 

Investment performance 

1982-84 1985-87 1988 1989 1990 

Gross capital formation: 
• % of GDP 20,2 19,6 22,5 24,4 25,7 
• % change -2,6 9,5 14,0 13,9 9,9 
of which: 
Equipment(% change) - 3,1 15,0 14,7 12,8 8,7 
Construction(% change) -2,4 6,1 13,5 14,6 10,9 
Capital stock(% change) 3,3 3,4 4,4 4,2 3,4 

Spain 

The sharp growth in the components of domestic demand 
has been reflected in a widening of the foreign trade deficit 
(6,2 % of GDP in 1989). The current account balance in 
surplus until 1987, has deteriorated sharply and a deficit 
probably approaching 3 % of GDP is now likely in I 989. 
Although this deficit and its rapid deterioration in particular 
thre~tens to constrain economic growth, financing of the 
deficit has so far not caused problems because of high levels 
of long-term foreign investment. 

The gradual overheating of the economy is reflected in 
the inflation rate, which has been climbing again since the 
summer of 1988. The private consumption deflator was 
following a downward trend until 1988 (5,1 %) but this has 
now been reversed and it will reach 6,8 % in 1989. The social 
dialogue, which had moderated growth in nominal wages, 
broke down at the end of last year, resulting in an acceler
ation of wage rates in 1989. In consequence, inflationary 
expectations are now higher and have not been dampened 
by the measures adopted in the first half of this year. 

A more active supply-side policy should 
favour the convergence process 

The continuation of sounder investment-based growth is 
essential to keep the Spanish economy on the path of conver-
gence with the other Community countries. In 1989, per 
capita GDP in Spain remains only 76 % of the Community 
average, so that the country has a long way to go in the 
catching-up process. 

The damping down of inflationary expectations, as part of 
a strategy of controlling domestic demand and strengthening 
supply, is becoming essential. The resumption of the social 
dialogue providing for relatively moderate wage growth is a 
fundamental condition to prepare the Spanish economy to 
meet imminent challenges in the area of competitiveness. It 
is necessary to reduce rigidities, improve supply conditions, 
and enhance competition. Otherwise one of the main 
achievements of recent years will be put in jeopardy. 

In this area, it will be necessary to continue to place the 
emphasis on certain supply-side policies. The labour market 
still suffers from a variety of rigidities as well as a mismatch 
between supply and demand. The financial system will have 
to be liberalized by 1992, the object being greater trans-
parency and efficiency, so that the Spanish economy can 
meet the challenge represented by the liberalization of capital 
movements. As regards the need for infrastructural improve-
ment, continued public investment in this area, supported 
by contributions from the structural Funds, should allow 
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more balanced growth at the regional level, increasing ben
efits from the completion of the single market. 

In this regard, the role of budgetary policy has become even 
more important as a means both to regulate short-term 
demand and to eliminate medium-term imbalances. While 
the government has had much success in consolidating the 
budget in recent years, this progress should not be allowed 
to conceal the difficulties which remain in this area. 

Social security expenditure, which increased in 1989 follow
ing a reorganization of the central government budget, is 
still too low and there is some scope for improving the 
benefits provided by certain social services. The future pros
pects for financing social security expenditure remain uncer
tain in view of the ageing population and the average level of 
pensions. In order to create some margin for social security 
financing, subsidies to enterprises should be reduced. It 
would also be desirable to continue with the privatization 
policy. 

As far as revenue is concerned, the updating of legislation 
now under way and the harmonization of tax rates imply, 
in fact, major changes in almost all taxes and an improve
ment in administration. In any event, the likely increase in 
the pressure of indirect taxation, while reducing tax evasion, 
should certainly make it easier to reduce taxes on households 
and employers' social security contributions. 

Table 3 

Economic policy indicators 

1982-84 1985-87 1988 1989 1990 

Money growth 
(% change) 15,3 12,9 10,3 15,6 9,8 
Short-term interest rate 17,1 13,2 11 ,6 14,8 14,5 
Long-term interest rate 16,5 12,5 11 ,8 13,6 13,2 
Competitiveness 
(1980= 100) 82,0 80,5 88,0 95,1 97,5 
Budget balance 
(% of GDP) - 5,3 -5,6 -3,2 -2,6 - 2,4 
Gross public debt 
(% of GDP) 35,2 47,8 44,1 43,8 42,0 
Nominal wages 
(% change) 13,0 8,4 6,4 7,6 7,1 
Real wages per head 
(% change) 0,3 0,8 1,2 0,7 0,8 
Productivity(% change) 3, 1 2,4 2,0 1,1 1,4 
Real unit labour costs 
(% change) -2,2 -2,3 -1,3 - 0,8 - 0,8 

For definitions. see table for Belgium, p. 60. 
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In this new situation the management of the budget must 
facilitate an increase in the savings ratio which, at present, 
is insufficient to support the needs of the economy, requiring 
increasing recourse to foreign borrowing. 

Meeting the challenge of integration 
by means of a more effective 
macroeconomic policy 

Because of the breakdown in the social dialogue at the end 
of last year, and some delay with regard to taxation policy, 
the authorities have placed too much reliance on monetary 
policy in order to contain domestic demand and inflation. 
The possibilities here are already limited by a significant 
increase in the external reserves and an appreciation in the 
exchange rate. The decision to take the peseta into the EMS 
exchange rate mechanism determines the limits of the role 
of monetary policy. EMS entry will strengthen the role of 
fiscal policy and the credibility of the anti-inflationary policy 
while guaranteeing that balanced growth will be maintained 
as a result of the discipline observed. 

Confirmation of the strong currency option against the 
background of the forthcoming liberalization of capital 
movements encourages the interest rate to decline towards 
those of other ERM countries. After an initial appreciation, 
the peseta should tend to depreciate in the medium term, 
because of the narrowing of interest rate differentials and 
the widening of the balance of payments current account 
deficit. In any event, action is necessary to ensure that the 
impact of central bank intervention rates is passed through 
more efficiently to lending rates in order to ease the pressures 
on the exchange rate and reduce the Treasury's financing 
costs. 

The strong currency option will also require a more rapid 
consolidation of the budget and the limitation of inflationary 
expectations. In consequence, financing of the public sector 
should become less difficult and could be achieved by long
term instruments. This would reduce the pressure which the 
Treasury exerts on the markets and end its need for direct 
access to the Bank of Spain. 

The challenge represented by the completion of the internal 
market in 1992 is encouraging the modernization of the 
Spanish economy. The problems of employment and the 
trade balance will improve only in line with the strengthening 
of the factors governing competitiveness. Economic policy 
must take account of the relatively short time available 
before the establishment of the single market; for Spain this 
deadline coincides with the end of the transitional period 
following its accession to the Community. Thus, the process 
of convergence and of gearing up to a new framework of 
keener competition must be accelerated. 



France 

Investment-led growth 

In 1988 France achieved the highest GDP growth rate 
( + 3,4 %) since 1976, and activity remains very buoyant in 
1989. This is partly due to an extremely favourable inter
national economic situation and to the process of reforming 
the French economy which was begun in 1982. Investment 
by companies in the industrial and tertiary sector is continu
ing to rise, and it is significant that the expansion of pro
duction capacity is now a priority objective. The improve
ment in profit margins, which are now back to the highest 
levels achieved before the first oil shock, demonstrates the 
recovery in the economic situation of companies. The im
provement in employment and the rise in take-home pay are 
contributing to the increase in the purchasing power of 
households and the recovery of their savings ratio. 

This quite impressive picture nevertheless conceals two 
causes for concern: unemployment, although reduced, is still 
extremely high (between 9 and 10 % of the labour force), 
and the external balance remains in deficit. The very strong 
expansion of exports due to rapidly rising world demand is 
accompanied by a significant growth of imports which has 
been supported by strong internal demand. The investment 
drive is sucking in a growing volume of plant and machinery 
imports, but this is sustainable and in the long run should 
enable external equilibrium to be re-established as a result 
of the expansion and renewal of productive potential. 

The factors which gave rise to growth in 1988 and 1989 
should continue to do so in 1990. The monetary authorities' 
determination to control inflation, the improvement in com
pany competitiveness and the reduction of the budget deficit 
have certainly helped to increase confidence in the French 
economy. 

Table 1 

Macroeconomic performance 

1982-84 1985-87 1988 1989 1990 

GDP growth rate 
(% change) 1,5 2,0 3,4 3,3 3,2 
Total domestic demand 1,1 3,2 3,8 3,2 3,3 
Employment(% change) - 0,4 0 0,6 1,4 1,2 
Unemployment rate(%) 8,8 10,4 10,2 9,5 9,1 
Inflation(%) 9,6 3,9 2,7 3,5 2,7 
Balance of current 
account (% of GDP) -1,1 0 - 0,4 - 0,5 - 0,5 

France 

Continuation of a tight budgetary stance and 
confirmation of a strong currency policy 

Budgetary policy should aim to continue the reduction in 
the central government deficit and to cut taxation. Neverthe
less, the fact that expenditure has accelerated in 1989 threat
ens to limit the government's choices, especially as far as 
tax cuts are concerned. In addition to the tighter financial 
constraints, which are the result of new commitments (expen
diture on research and education, measures to be taken with 
regard to the internal market), the government has to cope 
with the effects of the 1988 public-sector wage settlements, 
which have substantially inflated the wage bill, and the 
higher-than-expected level of short-term interest rates, which 
have increased the debt burden. 

Table 2 

Economic policy indicators 

1982-84 1985-87 1988 1989 1990 

Money growth 
(% change) 10,8 6,8 7,3 7,0 6,9 
Short-term interest rate 12,9 8,6 7,9 8,5 7,8 
Long-term interest rate 13,9 9,6 9,0 8,7 8,2 
Competitiveness 89,9 92,3 87,8 83,3 81,2 
Budget balance 
(% of GDP) -2,9 -2,5 -1 ,4 -1 ,2 -1,1 
Gross public debt 
(% of GDP) 29,7 34,0 35,7 35,4 35,2 
Nominal wages per head 
(% change) 10,8 4,8 3,8 4,0 4,0 
Real wages per head 
(% change) 1,1 0,9 1,1 0,5 1,3 

For definitions. see table for Belgium. p. 60. 

Monetary policy, which has been managed according to new 
rules since January 1987, has set itself the objectives of 
controlling the monetary aggregates and keeping the French 
franc stable within the EMS so that price movements can 
be brought under better control. Interest rates are managed 
so as to prevent any strain on the exchange rate, even if this 
choice could well have an adverse effect on economic ac
tivity, since real interest rates are fairly high. 

An economic policy based on a strong franc compels firms 
to be more competitive in pricing their products. Their costs 
must therefore continue to be controlled by further cuts in 
company taxation, which is penalizing firms, and by wage 
moderation. The incomes policy pursued by the authorities 
should therefore be based on a moderate rise in the statutory 
minimum wage (SMIC) and in public-sector wages. 
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Growth is being slowed by insufficient 
productive capacity 

The French economy's current problems (foreign trade, em
ployment) are partly connected with the inability of the 
productive system to cope with the rise in domestic and 
export demand. Although industrial investment started to 
recover in 1985, there has until now been no significant 
increase in the capital stock, if the large-scale withdrawal 
of obsolete plant and machinery is deducted from gross 
investment. This is why investment and employment must 
continue to be the prime beneficiaries from growth, with 
purchasing power taking second place. 

Substantial finance is required for the investment still needed 
to increase productive capacity. The improvement in com
panies' profit margins should enable them to set aside inter
nal resources for investment; if investment is to be financed 
it is also necessary for the personal savings ratio to rise in 
the long term through the introduction of appropriate tax 
measures. 

Table 3 

Investment performance 

1982·84 1985-87 1988 1989 1990 

Gross capital formation 
• % of GDP 20,5 20,3 21 ,3 21,8 22,3 
• % change -2,5 3,4 7,3 5,6 5,5 
of which: 
Construction(% change) - 3,0 1,8 4,3 3,8 3,4 
Equipment(% change) - 2,1 4,8 9,7 7,0 7,0 
Capital stock(% change) 2,5 2,3 2,8 

If the French productive system is to grow, employment is 
to continue increasing and unemployment is to fall, it is 
essential for the financial health of companies to improve 
further and for sufficient finance to become available. More
over, the structure of unemployment is deteriorating. The 
average period of inactivity is becoming longer and the 
proportion of long-term unemployed is rising. Considerable 
resources also need to be devoted to vocational training, so 
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that this section of the labour force can be brought back 
into employment; otherwise it is in danger of being consigned 
to the margins of society, excluded from the benefits of 
growth and employment. 

The 1992 deadline is speeding up reforms 

In order to avoid situations of tax competition arising in 
trade between Community partners, the 1992 deadline has 
led the French authorities to make appreciable adjustments 
to the existing tax system, which is based largely on indirect 
taxation. The number of different VAT rates has been re
duced and, mainly due to the reduction of the top rate, from 
33,3 to 28 % and to 25 % in September 1989, the average 
rate of taxation has been cut. As a result of the present 
buoyancy in economic activity, these measures of tax har
monization are so far not being translated into high revenue 
losses for the public finances and so do not conflict with the 
objective of reducing the public deficit. As the cut in indirect 
taxation has lowered the prices of the products concerned, 
demand for them has increased and the larger volume of 
sales has partly offset the lower tax rates in determining the 
tax yield. France has therefore appreciably narrowed the 
gap with those Community countries which impose lower 
indirect taxation and, other things being equal, seems well 
placed to implement the final phase of tax harmonization. 

France has also almost fully prepared for the more imminent 
deadline of the liberalization of capital movements. The 
phasing out of exchange controls, which began in 1985, has 
led to the removal of almost all the obstacles to unrestricted 
foreign transactions.The full liberalization of capital move
ments in the Community will have the effect of taking the 
French franc from the system of external convertibility to a 
system of internal convertibility, with individuals no longer 
prohibited from holding assets in foreign currencies. Given 
the level of taxation of saving in France, which on average 
is higher than in its European partner countries, and the 
strictness observed in enforcing taxation, some measures are 
planned to reduce the danger that savings will be moved out 
of the country. Nevertheless, the increased confidence in the 
French economy and the authorities' declared determination 
to keep the franc stable should help to mitigate the effects 
of completing the European capital market. 



Ireland 

Macroeconomic stabilization proceeding well 

In contrast to the earlier part of this decade, the Irish 
economy is now in a phase of strong growth. Over the period 
1987-89, real GDP has increased by an average of 4,2 % per 
annum compared to an average growth rate of about 2,0 % 
between 1980 and 1986. The main contributory factors to 
economic recovery have resulted from fundamental policy 
reorientations in important areas and include: 

(i) a favourable supply-side response to significant im
provements in the public finances; 

(ii) wage moderation based on social consensus, which has 
boosted competitiveness, profitability and employment 
creation; and 

(iii) buoyancy in the international economy which has facili-
tated a major expansion of exports. 

Initially, economic recovery was exclusively export-led as 
internal demand was weakened by the tight fiscal stance and 
low levels of consumer and business confidence. This year a 
more balanced pattern in economic performance has emer
ged. While the external sector remains strong with the cur
rent balance remaining in substantial surplus, the main con
tribution to growth is now coming from private consumption 
and investment in response to the growing confidence in the 
overall economic environment. As the relatively labour
intensive domestic sector begins to grow more rapidly, em
ployment creation has accelerated but unemployment re
mains a major problem. 

Closer convergence with inflation in other ERM countries, 
the beneficial effect of budgetary consolidation on price 
expectations and the general improvement in economic per-

Table 1 

Macroeconomic performance 

1982-84 1985-87 1988 1989 1990 

GDP growth rate 
(% change) 2,0 2,0 3,7 5,1 4,6 
Total domestic demand 
(% change) -0,6 1,0 0,2 5,0 4,3 
Employment(% change) -1,3 0,3 1,0 1,2 1,3 
Unemployment (%) 14,6 18,3 17,8 16,7 16,2 
Inflation(%) 11,9 4,2 2,5 4,1 4,0 
Balance of current 
account (% of GDP) -7,3 -2,0 2,0 2,0 1,8 

Ireland 

formance have led to a hardening of the Irish currency 
within the EMS. The Irish pound has been decoupled from 
sterling (to which it was formally linked until 1979) and the 
interest-rate differential with the Deutschmark has narrowed 
to around 200 basis points. Reduced interest rates, low 
inflation and modest increases in unit labour costs have 
helped to boost competitiveness in the economy. Profitability 
has greatly improved, resulting in growing rates of invest
ment in plant and machinery. However, the heavy interest 
burden (about 10 % of GDP) related to the national debt 
and the dependence on the external environment for growth 
continue to highlight the vulnerability of the Irish economy. 

Table 2 

Investment performance 

1982-84 1985-87 1988 1989 1990 

Gross capital formation 
• % of GDP 23,9 20,4 16,8 17,3 18,3 
• % change - 5,3 -2,0 -1,7 8,6 10,0 
of which: 
Construction(% change) - 9,8 -4,9 -6,8 6,1 10,2 
Equipment (% change) - 0,3 0,8 2,8 10,5 9,9 

Table 3 

Economic policy indicators 

1982-84 1985-87 1988 1989 1990 

Money growth 
(% change) 9,5 5,0 6,3 7,4 7,8 
Short-term interest rate 14,9 11,8 8,1 9,0 9,7 
Long-term interest rate 15,2 11,7 9,4 9,0 9,2 
Competitiveness 
(1980 = 100) 90,9 80,2 70,0 63,4 59,9 
Budget balance1 

(% of GDP) - 11, 10,3 - 3,7 -3,7 -1,5 
Gross public debt 
(% of GDP) 95,5 113,0 115,4 110,9 105,3 
Nominal wages per head 
(% change) 12,8 5,8 2,3 4,8 5,0 
Real wages per head 
(% change) 0,8 1,5 -0,2 0,7 1,0 

I Net borrowing by general government. 
For definitions. sec table for Belgium, p. 60. 
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Structural reform to generate additional 
growth and employment now top of the 
policy agenda 

The strides towards a sustainable macroeconomic stance in 
recent years have not been fully matched by structural re
form. Imbalances in the public finances and rigidities else
where in the economic system have tended to hinder growth 
and aggravate the mismatch of supply and demand for 
labour. Some of these issues are addressed in the medium
term National Development Plan (1989-93), which was pub
lished in March 1989. The Plan acknowledges the success of 
current policies and commits the authorities to a continu
ation of budgetary reform and wage moderation based on 
social consensus. Investment in the economy is to be further 
boosted, with an emphasis on export-oriented activity, while 
the supply side of the economy will benefit from structural 
reforms. The employment potential of growth is to be signifi
cantly enhanced. 

In the context of structural reforms, the recent competitive
ness gains in the Irish economy have reflected very high 
growth rates in labour productivity. Otherwise, the value of 
the Irish pound would have come under increasing down
ward pressure. This would have been in conflict with govern
ment policy, which is to maintain the value of the currency 
following the unpleasant experience of devaluation in 1986. 1 

The current productivity performance may not be sustain
able in the medium term, so microeconomic improvements 
in the operation of the economy are further justified by 
exchange-rate considerations. 

As 1992 approaches and Community assistance through the 
structural Funds is intensified, it is particularly important 
that impediments to more accelerated rates of growth and 
employment creation in the economy are removed. Two 
main targets for reform can be identified: 

(i) the taxation system, which is heavily weighted in favour 
of capital and against labour; a strong case can be made 

1 An 8 % devaluation of the Irish pound within the EMS in 1986 resulted 
in a serious loss of confidence in the economy; large capital outflows 
emerged and real short-term interest rates rose above 10 %. 
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for a tax reform which would widen the incidence of 
taxation on capital and property and reduce the burden 
on payroll taxes; 

(ii) the operation of the labour market; while regulation is a 
less important feature in the Irish labour market than 
elsewhere in the Community, measures to encourage 
more flexible working patterns supported by improved 
quality of vocational training would seem desirable. 

Gearing up for the internal market 

The removal of the remaining barriers to trade will present 
many challenges to the Irish economy. In consequence, the 
government has launched an information campaign to 
heighten awareness of the likely changes in the Community's 
trading environment. Meanwhile, increased assistance from 
the structural Funds is designed to compensate for physical 
disadvantages affecting regions like Ireland. However, the 
eventual impact of the internal market on the Irish economy 
will be largely determined by the response of the various 
private economic agents. 

Recent high investment rates linked to improved profitability 
suggest that Irish industry is already gearing up for increased 
competition after 1992. Much scope remains for further 
increases in investment and for the extension of investment 
into new activities. This would be facilitated by continued 
moderation in wage costs to boost profitability and appro
priate fiscal measures by government to encourage invest
ment and domestic savings. 

The traded services sector has been relatively sheltered in 
the past and will face a more uncertain prospect after 1992. 
In particular, the insurance sector, the distribution sector 
and financial services sector may be exposed. While an 
appropriate response from these sectors to new market struc
tures will be most important, government again has a comp
lementary role to play in providing a more appropriate 
regulatory framework and a more efficient fiscal regime in 
many of these areas of the economy. 



Italy 

The contradiction between tight money 
and fiscal laxity 

The performance of the Italian economy in 1988 and in the 
first part of 1989 has been mixed. On the one hand, real 
GDP increased by 3,9 % in 1988 and is expected to grow by 
about 3,5 % in 1989 and 3,0 % in 1990. This is resulting in 
a rise in employment (270 OOO new jobs in 1988 and 400 OOO 
expected for the period 1989-90) which should allow a small 
reduction in unemployment this year. On the other hand, 
the determination of government to tackle the structural 
disequilibria of the Italian economy came up against unex
pected difficulties which weakened its action. Therefore the 
opportunities created by the high growth in 1988 and 1989 
to cut the budget deficit and to reduce the North-South gap 
have been missed. A new government was formed in July, 
with a renewed commitment to fiscal consolidation and 
structural reform. 

Table 1 

Macroeconomic performance 

1982-84 1985-87 1988 1989 1990 

GDP growth rate 
(% change) 1,5 2,7 3,9 3,5 3,0 
Total domestic demand 
(% change) 1,5 3,4 4,3 4,1 3,7 
Employment(% change) 0,6 0,7 1,3 0,9 0,6 
Unemployement rate(%) 9,1 10,0 10,6 10,5 10,6 
Inflation(%) 14,6 6,7 4,9 6,3 6,0 
Balance of current 
account(% of GDP) - 0,6 - 0,1 - 0,1 - 1,3 - 1,4 

The full liberalization of capital flows in July 1990 occurs 
in a year when about one-third of the public-sector debt (the 
level of which is now roughly 100 % of GDP) has to be 
rescheduled. At the same time, a further small deterioration 
is likely in the current account balance (to a deficit of over 
I % of GDP) and, owing to the triennial industrial wage 
round starting at the end of this year, there is a danger of a 
slight rise in the inflation differential relative to other EMS 
countries, which ceased to narrow in 1988. 

The experience of 1988 and 1989 shows the increasing con
tradiction between a restrictive monetary policy and a struc
turally unbalanced fiscal policy, as the system moves towards 
the implementation of the first phase of the EMU project. 

Italy 

In the presence of persistent fiscal deficits, monetary policy 
alone has borne the burden of short-term adjustment by 
reducing the rate of money creation and enhancing the 
flexibility of nominal interest rates. This has led to massive 
inflows of short-term capital during 1989 which has caused 
an appreciation of the lira exchange rate within the EMS 
band. Such a mechanism, though it has helped to contain 
inflationary pressure, cannot be pursued indefinitely: the 
necessary consequence of the high interest rates is a rise in 
the interest burden on public debt and a further incentive for 
capital inflows which complicate the attainment of monetary 
targets and, by pushing up the exchange rate, will lead to a 
deterioration in the external balance. 

Table 2 

Public finance and monetary indicators 

1982-84 1985-87 1988 1989 1990 

Money growth, M2 
(% change) 14,1 9,6 8,4 10,0 9,0 
Short-term interest rate 18,5 13,1 11 ,3 13,2 12,7 
Long-term interest rate 18,0 12,4 12,1 13,0 13,0 
General government 
budget balance 
(% of GDP) -11,1 -11,5 -10,6 -10,3 -9,8 
State-sector borrowing 
requirement(% of GDP) -13,5 -13,0 -11 ,5 - 11,1 -10,6 
Gross public debt 
(% of GDP) 71 ,9 88,5 96,1 98,5 

High budget deficits, external and regional 
imbalances 

100,5 

The experience of the last two years shows that the structural 
disequilibrium c,f public finances cannot be cured spon
taneously through a 'high growth' therapy. The very small 
reduction in the borrowing requirement relative to GDP in 
a period of rapid growth implies that the effect of the 
automatic stabilizers has been offset by a continuous uncon
trolled rise in spending. The agreement on the automatic 
indexation of personal income tax brackets is likely to add 
to these budgetary difficulties, although it may be helpful in 
moderating wage settlements. Moreover, the financing of 
the public debt could be constrained by the observed trend 
reduction in households' propensity to save. As a conse
quence, the full liberalization of capital flows would imply 
a shift from internally to externally financed deficits. Under 
these circumstances, the risk of capital flight, which would 
imply a further rise in the risk premium on public debt or 
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an exchange-rate crisis, cannot be ruled out if, for lack of 
substantial correction, the prospects of an unsustainable 
public debt heighten. 

The external constraint is likely to become of major concern 
in the medium-term perspective. The very slow growth in 
productive capacity in the 1980s (with the notable exception 
of 1988) and the appreciation of the real exchange rate, 
combined with low non-price competitiveness, have led to 
some decrease in market shares. In particular, Italy's indus
trial structure and export performance are weak in those 
sectors which will benefit more from the completion of the 
internal market. The industrial restructuring of the first part 
of the 1980s strengthened the productive system inherited 
from the 1960s based on traditional sectors, rather than 
changing it qualitatively. The weaknesses in high-technology 
sectors and scale-intensive sectors, in mature industries 
dominated by public procurement and standards, and in 
high-employment sectors (e.g. cars) will be sharpened by the 
removal of trade barriers. The progressive decrease in the 
surplus on tourism adds to the worsening of the external 
imbalance. 

Table 3 

Investment and competitiveness 

1982-84 1985-87 1988 1989 1990 

Gross capital formation 
• % of GDP 21 ,8 21,7 22,4 22,8 23,0 
• % change - 1,0 3,2 4,9 5,2 4,0 
of which: 
Equipment (% change) -1,0 3,2 6,0 6,2 4,8 
Construction (% change) -1,7 0,1 3,7 4,0 3,0 
Nominal wages per head 
(% change) 14,5 8,9 8,8 9,2 8,0 
Real wages per head 
(% change) - 0,1 2, 1 3,9 2,9 2,0 
Competitiveness 98,8 100,9 103,3 109,0 113,1 

For definitions. see table for Belgium, p. 60. 

Most of the problems which face the Italian economy cannot 
be fully understood without exploring their regional dimen
sion. The average rate of unemployment (11 ,9 % in 1989 
according to the labour force survey) results from 'almost 
full' employment in the North (5,8 %), where there are 
shortages of qualified labour, and massive unemployment 
in the South (21,3 %); similarly, almost half of the trade 
deficit in 1988 was due to the Mezzogiorno. It is therefore 
clear that any strategy of sustainable growth has to face the 
question of the dualism of the Italian economy, by taking 
into account the effective comparative advantages of the 
regions. 
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Need for a strategy to consolidate public 
finances and a new industrial policy 

The objective of stabilizing the public debt/GDP ratio, set 
in the medium-term public finance programme, is an impor
tant but only an intermediate step in the process of public 
finance consolidation. The elimination of the primary deficit 
cannot be expected to affect market sentiment substantially 
in a situation in which the interest burden on public debt 
already represents 9 % of GDP. A sustained reduction of 
the total budget deficit requires a rise in the fiscal pressure 
(especially in indirect taxation) and substantial changes in 
the mechanisms for controlling current expenditure. Fur
thermore, an innovative policy aimed at reducing the out
standing stock of debt (i.e. through the sale of public assets) 
would help lessen the interest burden. Only the consistent 
implementation of a credible consolidation programme will 
produce a fall in the risk premium on public debt which, by 
reducing the interest rate/growth rate differential, will lead 
to a stabilization and then to a progressive fall in the public 
debt/GDP ratio. 

The international compet1t1veness of Italian industry re
quires an innovative industrial policy which would encour
age R&D expenditure and cooperation amongst firms, and 
enhance education to improve skills. On the other hand, the 
improvement of price competitiveness requires consistent 
behaviour of wages and salaries, which have to grow in line 
with those in the other European countries. In this context, 
the spread of profit-sharing and agreements which would 
facilitate employment (e.g. part-time contracts) is to be en
couraged in the next round of wage negotiations. 

A more flexible labour market is an essential element in 
the new approach to dealing with regional imbalances. A 
centralized wage formation system contributes to the main
tenance of the disequilibrium between demand and supply 
of labour in the Mezzogiorno. A renewed labour market 
flexibility needs to be supplemented by a radical reform of 
'extraordinary' intervention. The system of incentives has to 
be revised, by cutting grants to obsolete sectors, reducing 
the uncertainty associated with State transfers, stimulating 
investment in labour-intensive sectors, promoting training 
and education programmes. It is also necessary to select 
public investment in infrastructure (e.g. more in telecom
munications, less in roads) so as to promote a new develop
ment model, based on small and medium-sized industrial 
enterprises, services and tourism. In this new approach, the 
structural Funds of the Community can play an important 
role by setting a new standard for public intervention in less
developed regions. 



Luxembourg 

The policy of diversifying the economy 
has yielded satisfactory results but they 
need to be consolidated 

The policy of adjusting the productive system has reduced 
the importance of the steel industry in the economy as a 
whole; the arrival of new industrial firms and the expansion 
of the financial sector have helped to diversify the structure 
of the economy. 

Table 1 

Macroeconomic performance 

1982-84 1985-87 1988 1989 1990 

GDP growth rate 
(% change) 3,5 3,5 5,2 3,7 3,3 
Total domestic demand 
(% change) 1,7 3,6 4,6 3,3 2,9 
Employment(% change) 0 2,2 2,9 1,7 1,3 
Unemployment rate(%) 2,6 2,8 2,2 1,8 1,7 
Inflation (%) 8,4 2,4 1,5 3,3 3,1 
Balance of current 
account (% of GDP) 16,3 19,0 16,4 14,9 14,5 

As a result of this policy, the general economic performance 
has been satisfactory: the budgetary position is positive, the 
external surplus is high, unemployment is extremely low 
and, even though inflation has accelerated slightly, it is still 
below the Community average. GDP growth in 1989-90 is 
slightly higher than that of the Community as a whole. 

Table 2 

Investment performance 

1982-84 1985-87 1988 1989 1990 

Gross capital formation 
• % of GDP 22,1 20,2 21,2 21,3 21 ,4 
• % change -4,1 5,9 4,5 4,3 4,0 
of which: 
Equipment (% change) -0,9 9,6 3,0 4,5 5,0 
Construction(% change) -5,6 4,7 5,4 4,1 3,4 

The diversification effort has been supported by the creation 
of a favourable economic environment, in particular by cuts 
in company taxation. The financial situation of the social 

Luxembourg 

security fund is liable to become worrying very soon. The 
approach of 1992 should encourage prudence, especially in 
the areas (pensions, sickness) where demographic trends 
could eventually lead to increases in company costs. Al
though the central government budget surplus suggests that 
cuts in personal taxation may be possible in 1990, it will 
nevertheless be advisable to increase the budget reserve with 
a view to creating more room for manceuvre. 

Table 3 

Economic policy indicators 

1982-84 1985-87 1988 1989 

Budget balance 
(% of GDP) 1,5 3,6 2,5 2,4 
Gross public debt 
(% of GDP) 14,8 13,2 10,1 9,1 
Nominal wages per head 
(% change) 7,0 4,2 4,0 6,4 
Real wages per head 
(% changes) -1,3 1,7 2,5 3,0 

For definitions. see table for Belgium. p. 60. 

The maintenance of business 
competitiveness calls for control over costs 
and a skilled workforce 

1990 

2,8 

7,9 

6,1 

2,9 

In the medium term, it is important to maintain a competitive 
industrial sector, to attract new, high-technology firms, and 
to prevent the economy from becoming too dependent on 
the financial sector. 

Because of the heavy dependence on exports, not only in 
the steel industry but also for newly established industries, 
Luxembourg companies need to remain conscious of their 
competitive position. Increases in wage costs must remain 
moderate since, in the single market, the choice of location 
will to a large extent be determined by the level of costs. 
Furthermore, since most Luxembourg firms are small or of 
moderate size, economies of scale will remain limited, and 
they will have to specialize in order to survive in the single 
market. This industrial specialization will call for an appro
priately trained workforce. The technical training of young 
people will therefore have to be improved in order to satisfy 
the needs of the newly established industries. 
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Progressive adjustment of the economy 
to the implementation of the single 
market: some major problems 

For most new firms the decision-making centre will be out
side the country, so that the choice of Luxembourg as a 
location will depend on the quality of the economic environ
ment and the labour situation. The methods of attracting 
firms in the 1992 environment will be, in particular, taxation 
the flexibility of the labour market and vocational training. 

The government has cut company taxation in several stages, 
mainly in order to create a climate more conducive to the 
establishment of new industries. Although the rate of tax on 
profits has been cut from 40 to 34%, the retention of a 
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number of other taxes payable by firms still places them in 
a position less favourable than their competitors. In view of 
the budgetary leeway which exists, a reduction in these taxes 
could be envisaged. 

With regard to the organization of the labour market, con
sensus should be sought between the two sides of industry 
in order to guarantee a flexible application of the new 
legislation, as impediments in this area will influence the 
choice of location. 

The Luxembourg authorities will be faced with a difficult 
problem when they implement the present proposals to har
monize indirect taxation. The proposals will lead to a very 
sharp rise in consumer prices and, through wage costs, to a 
deterioration in the competitive position of firms. 



Netherlands 

More rapid growth underpinned by investment 

Economic acivity has accelerated in 1989, underpinned by a 
continued growth of business investment; the inflation rate 
remains among the lowest in the Community and policy 
followed since 1982 aims at a significant reduction in the 
budget deficit. 

Table 1 

Macroeconomic performance 

1982-84 1985-87 1988 1989 1990 

GDP growth rate 
(% change) 1,1 1,9 2,8 3,8 3,0 
Total domestic demand 
(% change) 0,8 2,6 2,3 4,3 2,9 
Employment(% change) -1,5 1,6 1,3 1,6 1,0 
Unemployment rate(%) 12,2 10,3 10,3 9,9 9,6 
Inflation rate (%) 3,3 0,8 0,8 1,4 2,3 
Balance of current 
account (% of GDP) 3,5 2,7 2,4 2,1 2,1 

In 1989 the expansion in exports has been accompanied by 
an increase in internal demand; household consumption has 
grown due to an improvement in purchasing power, while 
investment in plant and machinery has expanded markedly. 
This dynamism results from a high level of capacity utiliza
tion and an improvement in the financial situation of enter
prises due to a moderate wages policy. Employment creation 
has been significant but the reduction in unemployment 
remains limited. Real GDP growth at 3,8% should be 
slightly higher than the Community average. Despite some 
moderation in the investment trend, growth should be 3% 
in 1990. 

Table 2 

Investment performance 

1982-84 1985-87 1988 1989 1990 

Gross capital formation 
• % of GDP 18,7 20,5 22,1 22,7 22,4 
• % change 1,1 5,0 9,7 6,7 1,4 
of which: 
Equipment (% change) 6,1 8,6 6,3 9,8 2,7 
Construction(% change) -1,8 2,3 12,6 4,3 0,4 

Netherlands 

Consumer prices remain low, having been moderated by a 
reduction in the higher rate of value-added tax. The increase 
in output prices, due to rising import prices since the begin
ning of this year, may have repercussions for the level of 
consumption prices in 1990. 

Table 3 

Economic policy indicators 

1982-84 1985-87 1988 1989 1990 

Money growth 
% change) 8,5 7,4 10,6 11,4 6,5 
Short-term interest rate 6,7 5,8 4,8 7,1 6,8 
Long-term interest rate 9,3 6,7 6,3 7,1 7,1 
Competitiveness 89,6 88,4 91,6 86,9 85,0 
Budget balance 
(% of GDP) -6,6 -5,8 -4,9 -4,4 -4,2 
Gross public debt 
(% of GDP) 61,2 72,2 77,4 78,3 78,5 
Nominal wages per head 
(% change) 3,1 1,5 1,4 1,3 3,4 
Real wages per head 
(% change) -0,3 0,7 0,6 -0,1 1,0 

For definitions. see table for Belgium. p. 60. 

Due to a favourable trend in receipts, the central government 
budget deficit should be below the intermediate objective for 
1989. A similar outcome is likely in 1990, despite a reduction 
in direct taxes as part of the process of tax reform. 

Action must continue to put the public 
finances in order and to create jobs 

From 1983 to 1989 progress was made in restoring sound 
public finances, with the central government borrowing re
quirement falling by 2,5% of GDP. This result is due not 
only to the effects of expenditure savings but, more recently, 
to tax revenues which were far higher than expected. In 
order to halt the increase in the ratio of public debt to 
national product and to reduce the budget's sensitivity to 
interest-rate movements, action to reduce the budget deficit 
will have to continue during the next legislative period. This 
action is especially necessary because the general government 
borrowing requirement is well above the Community aver
age, as a percentage of GDP. 

The reduction in the number of unemployed has been slow 
due to an increase in activity rates. Despite the recent sharp 
rise in employment, the high proportion of long-term unem
ployed illustrates the structural nature of unemployment. 
Action must continue to reduce unemployment by a policy 
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of wage moderation and by reducing the overall tax burden 
so as to improve company competitiveness and create an 
economic climate more conducive to recruitment. Expendi
ture on vocational training and on the retraining of the long
term unemployed is also necessary. 

Preparing the economic environment 
for the single market 

In recent years, the authorities have taken certain measures 
to help firms to become integrated into the single market. 
Although the reduction of taxes on company profits (and 
the reduction of employers' social security contributions) 
was primarily intended to offset the withdrawal of aids to 
investment, the main objective of the cut in the top rate of 
VAT was to moderate price rises, and also to bring the 
Dutch rate closer to the average rate for the Community. 
Moreover, a further reduction in this rate of VAT, in order 
to avoid an excessive expansion of cross-frontier trade, could 
be envisaged. 

After the restoration of company profitability, investment 
did not pick up immediately. At present, strong export 
demand is causing problems for production capacities, but 
the necessity of renewing products and production processes 
in order to cope with the keener competition in 1992 has 
become an important factor in the investment decision. 
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Lastly, measures to liberalize the capital market, g1vmg 
foreign banks easier access to the Dutch market and auth
orizing various forms of investment, are improving the start
ing position of Amsterdam as a financial centre. 

Monetary policy and exchange-rate stability 

The priority objective of monetary policy is to maintain a 
stable guilder/Deutschmark exchange rate and the central 
bank is also pursuing a policy for short-term interest rates 
which shadows that of the Bundesbank. Against this back
ground, the bank is very worried by the rapid expansion of 
liquidity which, it fears, will boost inflation. For this reason, 
the bank has concluded an agreement with the financial 
intermediaries which aims to curb the rise in the net amount 
of overall credit outstanding, at present the main source of 
liquidity creation. 

The objective of this agreement is to encourage the banks 
to finance a greater proportion of lending by long-term 
capital. The central bank has also introduced a new instru
ment intended to guide long-term interest rates by itself 
building up a portfolio of central government bonds but, 
given the limited size of the portfolio, these buying and 
selling operations can give no more than an indication of 
the course desired by the monetary authorities. 



Portugal 

Continued strong growth but no weakening 
of inflationary pressures 

Domestic-demand-led growth in the Portuguese economy 
continues at a fast pace and is once again well above the 
Community average. In line with the buoyancy in the econ
omy, employment continues to increase. In fact, the unem
ployment rate is at its lowest level this decade (5,2 % in 
1989). Contrary to the national authorities' expectations, 
however, no progress has been made on the inflation front. 

Table 1 

Macroeconomic performance 

1982-84 1985-87 1988 1989 1990 

GDP growth rate 
(% change) 0,0 3,8 3,9 4,7 4,6 
Total domestic demand 
(% change) -3,2 6,4 8,3 5,6 5,0 
Employment(% change) 0,8 2,6 1,6 0,8 
Unemployment rate(%) 7,9 7,9 5,6 5,2 5,2 
Inflation(%) 24,7 14,5 9,6 13,0 11,3 
Balance of current 
account (% of GDP) -7,9 2,3 -1,4 -2,8 -3,4 

The evolution of investment has been particularly impres
sive, even after allowing for the 'catching-up' effect deriving 
from a sharp fall in investment during the 1983/85 recession. 
Fuelled by a marked improvement in corporate profitability, 
generous incentives and the economic outlook emerging 
within the framework of entry into the Community, gross 
fixed capital formation rose by 15,5 % per year between 
1986 and 1988 and is expected to increase by 11,6 % in the 
current year. Accompanied by a progressive weakening of 
the economy's heavy regulatory framework and efforts to 
improve the quality of the labour force, the investment surge 

Table 2 

Investment performance 

1982-84 1985-87 1988 1989 1990 

Gross capital formation 
• % of GDP 28,0 23,1 28,3 30,1 31,7 
• % change -7,7 8,6 15,8 11,6 10,0 
of which: 
Equipment (% change) -13,0 14,3 19,5 11,7 9,0 
Housing (% change) -3,2 4,1 12,3 11,5 11,0 

Portugal 

is leading to a substantial improvement in the supply side 
of the economy. 

Reflecting the pressure of internal demand and, to a lesser 
extent, the progressive reduction of trade barriers, import 
volumes have been growing at impressive rates. Consequen
tly, despite a good export performance, there has been a 
very large deterioration in the real balance of goods and 
services since 1985. The impact on the current account has 
been lessened by favourable exogenous developments, above 
all large and uninterrupted terms of trade gains. Nonetheless, 
after recording sizeable surpluses between 1985 and 1987, 
which allowed the external debt to be reduced from 80 to 
49 % of GDP, the current account recorded a deficit (1,4 % 
of GDP) in 1988. 

Thanks to the buoyancy of tax revenues and to some re
straint on non-interest current expenditure, a marked reduc
tion in the general government deficit has been achieved 
since 1985. However, gross public debt increased at a much 
faster rate than was implied by budget deficits. As a conse
quence of large debt takeovers by the Treasury, related to 
past public-sector financial imbalances, the debt ratio 
jumped from 61,5 % of GDP in 1984 to 74,6 % in 1988. 

Budgetary consolidation remains the priority 

Despite improvements in the past few years, public finance 
imbalances remain a serious structural problem in the econ
omy. In the absence of a significant reduction in the currently 
high general government deficits, both nominal and real 
convergence with the rest of the Community will be much 
more difficult to achieve. And with the exception of the 
privatization process, where receipts will be used mainly to 
reduce public debt, other foreseeable developments (rise in 
public debt interest rates induced by the replacement of 
credit ceilings with indirect instruments of monetary control, 
and the deteriorating trend in the social security accounts) 
will have a significantly adverse budgetary impact. In such 
a context, and without the implementation of a vigorous 
fiscal adjustment strategy, it might be impossible to stabilize 
the debt/GDP ratio even at its present very high level. 

The recent evolution of the current account and its medium
term prospects suggest that the external constraint can no 
longer be ignored. However, in the absence of any major 
adverse change in the international environment, the current 
account deficit should not prove to be unsustainable, given 
the size of spontaneous private capital inflows and the im
pressive stock of external reserves. 
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Table 3 

Economic policy indicators 

1982-84 1985-87 1988 1989 1990 

Money growth 
(% change) 21,8 23,8 14,8 11 ,0 10,0 
Short-term interest rate 20,1 16,8 13,0 14,0 13,5 
Long-term interest rate 19,6 14,2 14,8 14,5 
Competitiveness I 93,5 90,1 91 ,2 92,8 93,5 
Budget balance 
(% of GDP) - 10,5 -8,1 - 6,5 - 6,0 -6,1 
Gross public debt 
(% of GDP) 55,8 69,8 74,5 75,3 76,3 
Nominal wages per head 
(% change) 21 ,5 19,2 10,6 12,3 12,9 
Real wages per head 
(% change) - 2,5 4,1 0,9 -0,7 1,4 

I Total economy. 
For definitions, see table for Belgium, p. 60. 

The inflation differential from the EC average has not nar
rowed since the middle of 1988 and needs to be greatly re
duced before a successful entry into the European Monetary 
System can take place. Progress on the inflation front is 
one of the national authorities' prime objectives and both 
the exchange rate and monetary policy have been geared 
to it. Inevitably, the efficiency of monetary policy is bound 
to decrease with the progressive relaxation of controls on 
capital movements, making even more pressing the need 
for a restrictive budgetary policy. The resumption of an 
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active incomes policy, based on prudent and credible targets, 
could play a useful role. 

Catching up with the Community: the need 
for a vigorous effort 

Assisted by a favourable set of external conditions, the 
Portuguese economy has been successfully converging with 
the rest of the Community since I 985. As regards per capita 
income, the key to convergence is a successful long-term 
investment effort. The increase in structural Funds agreed 
upon last year will particularly benefit Portugal and repre
sents a unique opportunity to underpin the dynamism of 
gross fixed capital formation. However, as past experience 
shows quite well, the correct allocation of investment is at 
least as important as its volume. Given the tendency towards 
a deterioration of the current account, economic policy 
should ensure that the investment effort is mainly allocated 
to the export sector or indirectly improves its competitive
ness. 

A successful modernization of the Portuguese economy de
pends on its adaptation to the challenge of the almost simul
taneous completion of the internal market and the end of 
the transition period. This will require a strong emphasis on 
policies geared to improving the supply side of the economy. 
In this respect and given the number of publicly owned 
enterprises, the importance of the privatization process, 
which has recorded a very promising start, can hardly be 
overstated. Further progress on the modernization and lib
eralization of financial markets and in reducing the rigidities 
and bottlenecks in the labour market will also play a role. 
An important step towards liberalizing capital markets was 
taken recently with the announcement that from January 
I 99 I residents will be allowed to buy foreign securities. 



United Kingdom 

Slower growth after serious overheating 

1988 marked the end of a seven-year period of strong growth 
in the UK economy averaging over 3 % per annum. Growth 
of domestic demand in 1988, fuelled by high real earnings 
growth, credit expansion and a residential and business 
investment boom, far exceeded most expectations, at about 
7 % (this figure, like other recent UK data, needs to be 
interpreted with caution given the very serious discrepancies 
displayed by official economic statistics). Overheating in the 
economy was evident in a swift deterioration of the current 
external deficit, to over 3 % of GDP for the year, and an 
acceleration in inflation to an annual rate in the second half 
of about 6 % (private consumption deflator). To dampen 
demand, short-term interest rates were raised progressively, 
from a low of 7 V2 % in May 1988 to 13 % by November. 
To support the exchange rate, interest rates were raised by 
a further I% in May 1989. The March 1989 Budget was 
conspicuously cautious. Despite the very large public-sector 
surplus that emerged during the 1988-89 financial year (UKL 
14,3 billion, some 3 % of GDP), the tax burden was projected 
to remain unchanged relative to GDP and public expenditure 
on the same basis to decline somewhat, implying a more 
restrictive stance overall. 

A period of below potential growth has become inevitable 
to control and reduce inflationary pressures. Developments 
in the first half of 1989 indicated a distinct slowing of 
demand growth, particularly private consumption and resi
dential investment, and some slowing of activity. Whether 
this is sufficient to achieve a rapid improvement in inflation 
and the external deficit remains uncertain. More recent deve
lopments have indicated a worsening of wage tension, while 
the current deficit is likely to be larger in 1989 than in 1988. 

Table 1 

Macroeconomic performance 

1982-84 1985-87 1988 1989 1990 

GDP1 (% change) 2,5 4,0 4,2 2,2 2,1 
Total domestic demand 
(% change) 3,3 4,1 7,3 3,7 0,8 
Employment(% change) -0,4 1,3 3,1 1,7 0,7 
Unemployment rate2 (%) 11,0 11 ,2 8,7 6,8 6,5 
Inflation3 (%) 6,2 4,5 5,0 5,3 5,5 
Current account balance 
(% of GDP) 1,2 0,0 -3,2 -4,1 -3,3 

Average measure at ma rket prices. 
SOEC definition. % or civilian labour force . 
Private consumption dcOator. 

United Kingdom 

Unemployment has fallen rapidly since 1986, increasing la
bour market pressures, but the outlook for activity indicates 
that the pace of this decline will probably slow if not reverse 
shortly. Prospects for 1990 suggest that domestic demand 
will continue to be depressed, with slower growth of private 
fixed investment accompanying the slowdown in private 
consumption expenditure. A positive net trade contribution 
and a recovery in energy output, depressed in 1988 and 1989 
by serious accidents in the North Sea, may help prevent too 
abrupt a slowdown in total output. The acceleration in wage 
settlements during 1989 suggests that only a gradual easing 
in wage growth and underlying price inflation is likely next 
year. 

~etter balanced, low-inflation growth 
1s necessary 

In a medium-term perspective there are both positive and 
negative aspects in the development of the economy. On 
the positive side, the structural adjustment policies pursued 
during the 1980s have borne fruit in faster growth of produc
tive potential, now estimated by the authorities at about 
2 :Y. % per annum, or some 3 % per annum for the non-oil 
economy. This compares favourably with actual growth of 
just over 2 % per annum for the years 1979 to 1988. Annual 
growth of non-residential investment accelerated sharply 

Table 2 

Investment, production potential and productivity 

1982-84 1985-87 1988 1989 1990 

Gross fixed capital 
formation 
• % of GDP 16,4 17,2 18,9 19,3 19,2 
• % change 6,3 4,8 13,1 4,6 1,7 
of which: 
Non-residential 6,1 5,2 14,7 7,4 2,9 
• Business 5,2 5,6 18,4 7,2 3,1 

manufacturing 5,9 5,2 11,0 8,9 3,7 
other 5,1 5,6 20,2 6,8 2,9 

• General 
govemment1 13,5 2,8 -20,9 29,6 4,1 

Residential 7,1 3,5 7,1 -7,0 -4,3 
Productive potential 2,0 2,2 
Labour productivity 
growth 
• whole economy 3,5 2,9 1,0 0,4 1,3 
• manufacturing 7,2 4,6 5,4 4,9 5,2 
• non-manufacturing 2,2 2,3 -0,1 -0,7 0,4 

I Including sales of existing dwellings. 
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in 1987 and 1988, helped considerably by sharply rising 
profitability. Although shortages of capacity became evident 
in 1988, total fixed investment relative to GDP has risen 
from 16,4 % in 1982-84 to about 19 % in 1988. Moreover, 
productivity improvements in manufacturing have resulted 
from better use of available capacity as well as a deepening 
of the capital stock: total factor productivity growth rose to 
4 Y2 % per annum in the four years to 1988 and capital 
productivity to 3 Y. % per annum. Labour productivity in 
manufacturing increased by 4 Y. % per annum in the same 
period, a consequence of strong output growth as the decline 
in employment stabilized. However, outside of manufac
turing, labour productivity has risen more slowly, given 
the expansion of employment, and appears to have halted 
in 1988. 

On the other hand, some long-standing weaknesses in the 
economy have not been resolved. The chief problem is the 
failure to continue progress towards price stability. The 
government's framework for securing price stability, the 
Medium-term Financial Strategy (MTFS), has been in place 
for 10 years, with successive revisions. After early success in 
the years to 1983, the UK's relative inflation performance 
has since deteriorated (Graph I), and there have been recur
rent difficulties during a period of deregulation in estab
lishing a reliable regime of monetary policy. During this 
time, the labour market has improved significantly in terms 
of flexibility and employment generation, but wage growth 
has not decelerated, suggesting that the fundamental causes 
of high inflation lie more with the failure to achieve a 
macroeconomic policy framework convincingly oriented 
towards price stability. Nevertheless, specific ways of encou
raging more moderate wage development should be further 
explored: by encouraging more consensual attitudes in 
favour of this objective and by continuing with efforts to 
improve geographical and occupational labour mobility. 

Other weaknesses are also apparent. The recovery in private 
investment relative to GDP since its trough in 1980 has not 
been accompanied by higher private-sector saving (Graph 
2). Indeed, there has been a sharp fall since 1984, led by the 
personal sector (encouraged, inter alia, by increasing wealth 
stemming from the steep rise in residential property prices). 
By contrast, general government saving has risen sharply 
and net public investment has declined relative to GDP from 
already low levels. For the whole economy saving relative 
to GDP has changed little since the early 1980s; investment 
has recovered from its slump in 1979 and 1980, but to 
levels which by international standards remain low. The 
consequences in terms of sectoral financial balances (al
though such estimates are subject to large residual errors) 
look undesirable. Particularly, the current account deficit is 
financed largely by short-term net inflows which are highly 
dependent on maintaining market confidence. 
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The current account deficit is of such a size that adjustment 
must inevitably be achieved over the medium term. It might 
be argued that the deficit owes something to a deliberate 
intertemporal choice by the private sector to consume or 
invest, accepting the implied reduction in assets or increase 
in liabilities, which will be naturally self-correcting. It would 
nevertheless be unwise to count on this, and the difficulties 
of continuing to finance the deficit may impose a more 
urgent response by the authorities. Moreover, although the 
expansion of the deficit in 1988 obviously owed most to 
excessive demand growth, performance assessed over a lon
ger period suggests more deep-seated weaknesses, the correc
tion of which becomes more necessary as the cushion pro
vided by the oil surplus dwindles. Assistance from greater 
price competitiveness is likely to be limited, given the policy 
of a firm exchange rate and the likelihood of wage rises 
failing to decelerate markedly; a further strengthening of 
industrial performance as well as a restrained evolution of 
domestic demand seem necessary. 



United Kingdom 

The need for a cautious policy 
Table 3 stance to continue 

In spite of the undoubtedly better performance in the 1980s, 
Economic policy indicators 

the economy faces a difficult period ahead, a product of a 1982-84 1985-87 1988 1989 1990 

cyclical slowdown, the need to correct the excesses of recent 
fast growth, and the need also to counter more long-standing Money growth, M4 
underlying weaknesses. Current policy is to bear down on (% change) 9,8 18,2 17,0 16,7 10,3 

inflation through high interest rates, accompanied by a pru- Short-term interest rate 10,8 10,9 10,3 13,7 13,0 

dent fiscal stance in which the public-sector surplus is re- Long-term interest rate 11,4 10,0 9,3 9,5 9,2 
Competitiveness 87,9 79,7 81,7 81,5 81,3 

duced only over the medium term and by further measures Budget balance 1 

to improve the supply side. (% of GDP) - 3,2 -2,2 0,8 1,5 1,1 
Gross public debt 

However, a wider range of options seems to be needed if a (% of GDP) 58,4 56,0 49,1 43,5 40,4 

significant and lasting reduction in inflation is to be achieved, Compensation 

including greater consideration of the role of fiscal policy, 
of employees(% change) 7,4 7,0 7,4 8,3 8,7 
Real wages per head 

the monetary/exchange-rate framework (early participation (% change) 1,2 2,4 2,3 2,8 3,0 
in the exchange-rate mechanism of the EMS) and the nature 
of wage determination. Saving, especially in the private 1 General government . 

sector, appears too low for the current level of investment, 
For definitions, see table for Belgium, p. 60. 
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which is not high. Public investment has fallen to very low 
levels. Thought needs to be given to how higher saving, 
particularly by the personal sector, could be encouraged 
so as to accommodate a desirably higher level of overall 
investment. Fiscal policy thus seems called upon to play a 
more active role, both to ensure a gradual evolution of 
demand in the short term and to encourage better balances 
of saving and investment. At the same time, supply-side 
reforms should be carried forward, particularly improving 
flexibility in the labour market with the aim of achieving a 
more moderate growth of nominal wages. 
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In the Community context, preparing for the internal market 
is of prime importance. The UK has so far played a leading 
role in furthering deregulation in many of the most impor
tant areas of the internal market programme, for example, 
telecommunications, air traffic and financial services. This 
momentum needs to be maintained. The potential rewards of 
a successful approach in certain areas should be significant, 
including for the City as regards its banking and security 
activities or for financial services in a broader sense. These 
could profitably extend a European role without detriment 
to London's global standing. 



Key macroeconomic indicators for 
the Community and the Member States 

Contents1 

I. Gross domestic product (annual % change) 89 

2. Domestic demand (annual% change) 89 

3. Private consumption (annual % change) 90 

4. Gross fixed capital formation (annual % change) 90 

5. Gross fixed capital formation - Construction (annual % change) 91 

6. Gross fixed capital formation - Equipment (annual % change) 91 

7. Exports of goods (annual % change) 92 

8. Imports of goods (annual % change) 92 

9. Deflator of GDP (annual % change) 93 

10. Deflator of private consumption (annual % change) 93 

11. Compensation of employees per head (annual % change) 94 

12. Real compensation of employees per head (annual % change) 94 

13. Unit labour costs (annual % change) 95 

14. Real unit labour costs (annual % change) 95 

15. Balance on current transactions with rest of world(% of GDP) 96 

16. General government lending and borrowing(% of GDP) 96 

17. Total employment (annual % change) 97 

18. Number of unemployed as percentage of the civilian labour force 
(annual average) 97 

1 The forecasts in this document for 1989 and 1990 were finalized by the Commission services on 3 October 
1989 and therefore do not take account of economic policy measures taken after that date. 
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Key macroeconomic indicators 

Table 1 

Gross domestic product 
( AMual % change) 

1961-73 1974-81 1982 1983 1984 1985 1986 1987 1988 1989 1990 

B (b) 4,9 2,0 1,5 0,2 2,3 0,9 1,9 2,0 4,0 4,2 3,3 
DK (b) 4,3 1,2 3,0 2,5 4,4 4,2 3,3 -1,0 -0,4 1,6 2,0 
D (b) 4,4 1,9 -0,6 1,5 2,8 2,0 2,3 1,9 3,7 3,8 3,5 

GR (a) 7,7 3,0 0,4 0,4 2,8 3,1 1,2 -0,4 4,0 2,5 2,3 
E (b) 7,2 1,8 1,2 1,8 1,8 2,3 3,3 5,5 5,0 4,7 4,0 
F (b) 5,4 2,5 2,5 0,7 1,3 1,7 2,1 2,2 3,4 3,3 3,2 

IRL (c) 4,4 4,3 2,3 -0,2 4,2 1,6 -0,4 4,1 3,7 5,1 4,6 
I (b) 5,3 2,6 0,2 1,1 3,2 2,9 2,9 3,1 3,9 3,5 3,0 
L (b) 4,2 1,2 1,5 2,9 6,2 3,7 4,7 2,5 5,2 3,7 3,3 

NL (b) 4,8 2,0 -1,4 1,4 3,2 2,6 2,1 1,3 2,8 3,8 3,0 
p (d) 6,9 3,0 2,2 -0,0 -1,4 2,8 4,3 4,7 3,9 4,7 4,6 
UK (c) 3,2 0,7 1,2 3,8 1,8 3,6 3,1 3,8 4,2 2,2 2,1 

EC (b) 4,8 1,9 0,8 1,6 2,3 2,5 2,6 2,8 3,8 3,4 3,1 

(a) I 970 prices. (b) 1980 prices. (c) 1985 prices. (d) I 986 prices. 

Table 2 

Domestic demand 
( Annual% change) 

1961-73 1974-81 1982 1983 1984 1985 1986 1987 1988 1989 1990 

B (b) 4,8 1,7 0,8 -2,2 2,3 0,6 3,0 3,4 4,0 4,5 3,3 
DK (b) 4,6 0,0 3,5 1,4 5,1 5,7 5,4 -3,2 -2,2 0,7 1,1 
D (b) 4,5 1,7 -2,0 2,3 2,0 0,8 3,5 3,2 3,8 2,7 3,1 

GR (a) 8,1 1,7 1,5 0,4 0,9 4,2 -1,8 -1,8 3,5 3,5 2,7 
E (b) 7,7 1,4 1,1 -0,1 -0,7 2,9 6,1 8,5 6,7 6,7 5,3 
F (b) 5,5 2,0 3,5 -0,7 0,4 2,2 3,9 3,3 3,8 3,2 3,3 

IRL (c) 5,3 3,5 - 2,1 -2,6 1,1 -0,4 1,4 - 1,5 0,2 5,0 4,3 
I (b) 5,3 1,5 0,3 0,1 4,1 3,1 3,6 4,8 4,3 4,1 3,7 
L (b) 4,3 1,8 0,9 0,1 4,3 1,4 2,3 2,5 4,6 3,3 2,9 

NL (b) 4,9 1,5 - 0,9 1,5 1,7 3,2 3,5 2,1 2,3 4,3 2,9 
p (d) 7,3 2,3 2,1 -5,3 -6,2 0,9 8,4 10,6 8,3 5,6 5,0 
UK (c) 3,2 0,1 2,3 4,9 2,7 2,7 3,8 4,3 7,3 3,7 0,8 

EC (b) 4,9 1,4 0,9 1,1 1,8 2,3 3,9 4,0 4,8 3,8 3,0 

(a) 1970 prices. (b) 1980 prices. (c) 1985 prices. ( d) I 986 prices. 
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Key macroeconomic indicators 

Table 3 

Private consumption 
( Annual% change) 

1961-73 1974-81 1982 1983 1984 1985 1986 1987 1988 1989 1990 

B (b) 4,3 2,3 1,5 -1,4 1,2 2,1 3,4 1,6 2,5 3,2 3,3 
DK (b) 3,8 0,7 1,4 2,6 3,4 5,5 3,8 -1,0 -1,1 0,0 1,0 
D (b) 5,0 2,7 -1,3 1,6 1,9 1,6 3,4 3,4 2,7 1,7 3,0 

GR (a) 6,7 3,2 3,9 0,3 1,7 3,9 -0,0 0,5 3,2 2,7 2,0 
E (b) 7,2 2,0 0,2 0,3 -0,4 2,4 3,6 5,5 4,2 4,6 4,0 
F (b) 5,3 2,7 3,5 0,9 1,1 2,3 3,4 2,5 2,8 2,6 2,8 

IRL (c) 4,1 3,0 -7,1 0,9 1,1 2,9 3,1 0,1 3,2 4,9 4,5 
I (b) 5,9 2,5 1,0 0,5 2,6 3,1 4,2 4,6 3,8 3,7 3,8 
L (b) 4,6 3,2 0,2 -0,1 2,4 1,7 4,2 1,4 3,5 3,3 2,8 

NL (b) 5,6 2,7 -1,2 0,9 1,0 2,4 2,9 2,9 1,2 3,2 3,3 
p (d) 6,0 2,3 2,4 -1,5 -3,1 0,4 7,0 6,8 6,6 3,5 3,5 
UK (c) 2,9 0,9 0,9 4,5 1,8 3,5 5,4 5,1 6,9 4,0 2,1 

EC (b) 4,9 2,2 0,8 1,4 1,5 2,6 3,9 3,8 3,8 3,1 3,0 

(a) 1970 prices. (b) I 980 prices. (c) 1985 prices. (d) I 986 prices. 

Table 4 

Gross fixed capital formation (a) 
( Annual % change) 

1961-73 1974-81 1982 1983 1984 1985 1986 1987 1988 1989 1990 

B (c) 5,1 -0,6 -1,7 -4,2 2,1 1,0 3,7 7,6 12,9 12,3 5,8 
DK (c) 6,5 -5,3 7,1 1,9 12,9 11,8 17,3 -9,0 -6,5 -0,0 2,2 
D (c) 4,0 0,1 -5,3 3,2 0,8 0,1 3,3 1,8 5,9 7,7 5,1 

GR (b) 10,0 -1,9 -1,9 -1,3 -5,7 5,2 -5,7 -3,2 9,0 6,6 6,4 
E (c) 10,4 -1,3 0,5 -2,5 -5,8 4,1 10,0 14,6 14,0 13,9 9,9 
F (c) 7,7 0,2 -1,4 -3,6 -2,6 2,8 2,9 3,7 7,3 5,6 5,5 

IRL (d) 10,0 4,6 -3,4 -9,3 -2,0 -6,6 -0,3 0,0 -1,7 8,6 10,0 
I (c) 4,3 0,5 -5,7 -0,1 5,3 2,5 1,4 5,2 4,9 5,2 4,0 
L (c) 5,1 -1,I -0,4 -11,6 -0,4 -3,3 15,8 5,3 4,5 4,3 4,0 

NL (c) 5,3 -1,6 -4,1 2,1 5,4 6,8 8,2 1,6 9,7 6,7 1,4 
p (e) 7,9 1,6 3,4 - 7,6 -17,2 -3,4 9,5 19,5 15,8 11,6 10,0 
UK (d) 4,6 -1,8 5,4 5,0 8,6 3,8 0,9 5,5 13,1 4,6 1,7 

EC (c) 5,6 -0,4 -2,0 0,1 1,5 2,5 3,4 4,8 8,4 6,9 4,8 

(a) Gross fixed capital formation in construction and equipment docs not necessarily add up to the total. 
(b) 1970 prices. (c) 1980 prices. (d) I 985 prices. (e) 1986 prices. 
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Table 5 

Gross fixed capital formation - Comtruction 
( Annual % change) 

1971-73 1974-8 1 1982 1983 1984 1985 1986 1987 1988 1989 1990 

B (b) 2,4 -1,6 -5,6 -6,2 -5,9 -0,4 2,0 5,5 12,0 9,0 3,8 
DK (b) 5,1 -7,2 -1,3 1,9 8,8 8,9 17,5 -0,9 -6,1 - 3,0 1,5 
D (b) 3,9 -0,9 - 4,3 1,7 1,6 -5,6 2,7 0,2 4,7 4,8 3,2 

GR (a) 12,6 -3,1 -13,2 5,3 -6,9 3,1 0,2 -4,9 7,7 7,5 6,0 
E (b) 7,3 -1 ,6 0,1 -2,0 - 5,2 2,0 6,5 10,0 13,5 14,6 10,9 
F (b) 5,6 -0,2 -2,5 - 3,6 - 2,9 0,6 2,5 3,3 4,3 3,8 3,4 

IRL (c) 8,0 3,9 1,3 - 14,3 -4,4 -9,7 -3,6 -6,5 - 6,8 6,1 10,2 
I (b) -1,3 -0,4 - 6,6 1,1 -0,0 -0,6 0,7 -1 ,3 3,7 4,0 3,0 
L (b) 11,7 -1 ,5 -2,4 -12,7 -4,6 4,7 6,0 4,6 5,4 4,1 3,4 

NL (b) -0,1 -2,0 - 6,6 -3,4 4,0 0,2 4,8 2,8 12,6 4,3 0,4 
p (d) 1,8 -3,3 -9,2 - 6,0 8,7 10,5 12,3 11 ,5 11 ,0 
UK (c) 1,7 -3,3 8,8 5,0 6,1 - 2,2 3,7 3,9 6,5 -1 ,4 - 1,0 

EC (b) 3,2 -1 ,4 - 2,5 -0,2 -0,1 - 1,5 3,2 2,4 6,3 4,7 3,6 

No te: EU R without Portugal up to 1981 , EU R 12 from 1982 onwards. 
(a) 1970 prices. (b) 1980 prices. (c) 1985 prices. (d) 1986 prices. 

Table 6 

Gross fixed capital formation - Equipment 
( Annual % change) 

1971-73 1974-8 1 1982 1983 1984 1985 1986 1987 1988 1989 1990 

B (b) 3,1 2,6 5,5 -2,3 13,8 2,7 4,8 8,6 14,0 16,0 8,0 
DK (b) 3,8 -1 ,3 19,9 2,2 17,9 16,2 15,4 -14,5 -7,0 4,0 3,0 
D (b) 0,3 2,1 - 7,0 5,6 -0,2 9,9 4,3 4,1 7,5 11 ,3 7,4 

GR (a) 11 ,8 0,1 14,1 -8,5 -4,2 7,7 -12,6 - 1,0 10,7 5,5 7,0 
E (b) 10,9 -0,5 2,2 - 4,8 - 7,3 9,1 15,8 24,2 14,7 12,8 8,7 
F (b) 9,0 0,7 1,6 - 3,5 - 0,9 6,7 2,5 4,7 9,7 7,0 7,0 

IRL (c) 13,7 5,1 -8,0 -3,4 1,9 - 2,7 5,3 3,6 2,8 10,5 9,9 
I (b) 5,9 1,9 - 4,4 - 4,2 9,3 8,2 2,0 15,0 6,0 6,2 4,8 
L (b) 5,4 -0,5 0,8 - 7,2 3,7 - 16,5 39,1 6,1 3,0 4,5 5,0 

NL (b) 2,2 -0,6 - 0,0 10,0 9,5 16,1 11 ,3 1,1 6,3 9,8 2,7 
p (d) 6,4 -12,2 - 30,3 - 4,9 13,7 31,0 19,5 11 ,7 9,0 
UK (c) 3,5 -0,1 1,3 4,8 11,4 10,1 - 1,8 7,2 20,4 10,3 4,0 

EC (b) 5,4 1,0 - 1,2 - 0,1 3,6 8,7 3,5 8,5 10,6 9,2 6,1 

Note: EU R without Portuga l up to 198 1. EU R 12 from 1982 onwa rds. 
(a) 1970 prices. (b) 1980 prices. (c) 1985 prices. (d ) 1986 prices. 
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Table 7 

Exports of goods 

1961-73 1974-81 1982 1983 1984 

B (b) 10,2 2,2 2,0 2,4 6,5 
DK (b) 6,8 4,7 2,1 7,7 5,5 
D (b) 8,0 4,7 3,2 -1,0 8,5 

GR (a) 11,9 5,5 0,2 14,2 21,4 
E (b) 8,9 6,3 10,2 13,6 
F (b) 10,0 5,2 -2,8 3,6 7,0 

IRL (c) 8,1 7,9 5,3 12,0 17,6 
I (b) 11,8 7,3 -1,6 4,0 7,7 
L (b) 5,5 -0,8 -1,2 4,1 21,9 

NL (b) 10,3 2,7 -0,4 4,6 7,6 
p (d) 
UK (c) 5,0 3,5 2,8 2,3 8,1 

EC (b) 8,8 4,8 1,2 3,1 8,4 

Note: EUR 10 up to 1973, EUR 11 (without Portugal) from 1974 to 1986, EUR 12 from 1987 onwards. 
(a) 1970 prices. (b) 1980 prices. (c) 1985 prices. (d) 1986 prices. 

Table 8 

Imports of goods 

B 
DK 
D 

GR 
E 
F 

IRL 
I 
L 

NL 
p 
UK 

EC 

(b) 
(b) 
(b) 

(a) 
(b) 
(b) 

(c) 
(b) 
(b) 

(b) 
(d) 
(c) 

(b) 

1961-73 1974-81 

9,3 
7,9 
8,8 

12,7 

11,3 

9,2 
10,4 
6,1 

9,4 

5,2 

9,0 

1,9 
-0,2 

4,0 

0,4 
1,7 
2,4 

4,5 
3,9 
1,1 

1,3 

0,3 

2,3 

1982 

1,5 
2,4 

-1,2 

9,1 
3,9 
2,9 

-3,4 
-1,4 
-1,6 

1,0 

5,5 

1,6 

1983 

-0,9 
3,2 
2,5 

9,4 
-0,1 
-2,7 

4,5 
-1,9 

1,8 

4,5 

9,0 

2,1 

1984 

6,2 
7,1 
6,6 

-0,1 
-1,0 

2,6 

10,5 
10,8 
16,8 

5,4 

11,3 

6,8 

Note: EUR 10 up to 1973, EUR 11 (without Portugal) from 1974 to 1986, EUR 12 from 1987 onwards. 
(a) 1970 prices. (b) 1980 prices. (c) 1985 prices. (d) 1986 prices. 
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1985 

1,0 
4,5 
7,8 

-0,1 
3,0 
2,0 

6,7 
2,9 

11,7 

6,0 

5,5 

4,7 

1985 

0,1 
8,5 
5,0 

28,8 
5,8 
4,4 

3,3 
4,4 
7,5 

7,3 

3,1 

5,0 

1986 

5,7 
0,1 

-0,3 

16,9 
-3,5 
-0,3 

4,2 
4,9 
4,2 

2,2 

3,6 

2,1 

1986 

8,0 
5,4 
4,1 

4,2 
16,9 
7,7 

5,4 
6,0 
4,1 

3,5 

6,9 

6,6 

1987 

5,5 
3,0 
1,2 

1,9 
5,8 
3,4 

13,5 
3,0 
6,1 

3,8 
11,1 
5,2 

3,8 

1987 

8,4 
-3,0 

5,4 

10,8 
22,1 

7,5 

3,9 
10,0 
7,0 

5,9 
28,3 
6,9 

8,7 

1988 

9,2 
6,0 
6,2 

6,1 
8,0 
7,9 

8,9 
5,9 
9,0 

8,2 
7,8 
1,4 

6,2 

1988 

9,2 
-0,1 

6,5 

6,2 
14,5 
9,2 

3,2 
7,2 
7,0 

7,4 
17,7 
13,0 

9,1 

(A nnual% change) 

1989 1990 

8,3 6,1 
5,5 5,3 

11,2 7,2 

4,2 4,0 
6,6 5,4 
9,0 7,0 

12,9 9,3 
6,3 5,0 
7,0 5,5 

6,4 5,9 
17,5 11,0 
4,0 8,2 

8,0 6,7 

( Annual% change) 

1989 

8,5 
3,9 
8,0 

7,4 
14,8 
8,5 

14,0 
8,0 
6,2 

7,0 
14,0 
9,4 

9,0 

1990 

6,2 
3,4 
6,7 

5,1 
10,5 
6,8 

9,5 
7,0 
4,8 

5,7 
9,0 
2,4 

6,2 



Key macroeconomic indicators 

Table 9 

Deflator of GDP 
(A nnual% change) 

1961-73 1974-81 1982 1983 1984 1985 1986 1987 1988 1989 1990 

B 4,1 7,1 7,2 5,8 5,0 5,9 3,4 2,0 1,5 3,1 3,6 
DK 7,0 10,0 10,6 7,6 5,7 5,2 4,2 5,0 4,9 3,8 2,8 
D 4,3 4,7 4,4 3,3 2,0 2,2 3,1 2,0 1,4 2,4 2,7 

GR 4,5 16,3 25,1 19,1 20,3 17,7 18,6 15,7 14,6 15,0 15,2 
E 7,1 17,0 13,8 11,6 10,9 8,5 10,9 5,9 5,7 7,3 6,6 
F 5,0 11,0 11,7 9,7 7,5 5,9 5,1 2,8 3,2 3,3 2,7 

IRL 7,1 14,8 15,2 10,8 7,0 5,2 5,6 2,5 2,9 4,4 4,1 
I 5,4 17,7 16,2 15,0 11,3 8,9 7,5 5,6 6,0 6,3 6,6 
L 4,3 6,7 10,4 6,9 4,4 3,3 1,5 -1,I 3,4 3,2 3,5 

NL 6,0 6,9 6,0 1,9 1,8 1,8 0,7 -0,9 1,8 1,4 2,3 
p 3,9 19,6 20,6 24,4 24,1 21,7 19,8 12,1 11,7 12,4 12,0 
UK 5,1 15,9 7,6 5,2 4,7 5,6 3,6 4,9 6,6 6,7 5,3 

EC 5,2 12,2 10,4 8,5 6,9 6,1 5,5 4,0 4,4 4,9 4,6 

Table 10 

Deflator of private consumption 
( Annual% change) 

1961-73 1974-81 1982 1983 1984 1985 1986 1987 1988 1989 1990 

B 3,7 7,8 7,7 6,7 5,7 5,8 0,4 2,2 1,2 3,2 3,5 
DK 6,6 11,0 10,2 6,8 6,4 4,7 3,4 4,1 4,9 4,7 3,0 
D 3,6 5,0 4,7 3,2 2,4 2,1 -0,2 0,7 1,1 3,1 2,7 

GR 3,5 16,8 20,7 18,1 17,9 18,3 22,0 15,7 13,9 14,3 15,0 
E 6,6 17,5 14,5 12,3 11,0 8,2 8,7 5,4 5,1 6,8 6,3 
F 4,8 11 ,5 11,5 9,7 7,7 5,8 2,7 3,1 2,7 3,5 2,7 

IRL 6,0 16,6 15,3 9,2 8,1 4,5 3,9 3,1 2,5 4,1 4,0 
I 4,8 17,6 15,9 15,0 11,7 9,3 5,8 4,8 4,9 6,3 6,0 
L 3,0 7,5 10,8 8,9 5,5 5,2 0,8 2,9 1,5 3,3 3,1 

NL 5,0 7,1 5,3 2,7 2,0 2,1 0,6 -0,3 0,8 1,4 2,3 
p 3,9 21,6 20,2 25,9 28,7 19,8 13,5 10,2 9,6 13,0 11,3 
UK 4,8 15,1 8,8 4,8 5,1 5,3 4,4 3,9 5,0 5,3 5,5 

EC 4,6 12,3 10,5 8,5 7,2 5,9 3,8 3,4 3,6 4,8 4,5 
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Table 11 

Compemation of employees per head 
( Annual% change) 

1961-73 1974-81 1982 1983 1984 1985 1986 1987 1988 1989 1990 

B 8,9 10,9 7,7 6,3 6,7 4,4 4,1 0,9 2,4 5,4 5,8 
DK 10,7 11,4 11,9 8,2 5,5 4,9 4,7 8,2 4,3 3,6 3,3 
D 9,2 7,1 4,2 3,7 3,5 3,1 3,9 2,9 3,1 3,1 3,4 

GR 10,2 21,2 27,8 21,3 22,3 23,3 13,2 11,7 18,4 20,6 16,2 
E 14,6 21,2 13,7 13,8 10,0 9,4 9,5 6,4 6,4 7,6 7,1 
F 9,9 14,9 14,1 10,1 8,2 6,6 4,1 3,7 3,8 4,0 4,0 

IRL 11,3 19,3 14,4 12,6 11,3 7,4 5,0 6,0 2,3 4,8 5,0 
I 11,6 20,5 16,2 15,9 11,8 10,3 7,4 9,0 8,8 9,2 8,0 
L 7,4 10,7 6,9 6,9 7,1 3,5 5,2 3,9 4,0 6,4 6,1 

NL 11,4 8,7 5,8 3,2 0,2 1,4 1,9 1,3 1,4 1,3 3,4 
p 12,0 25,4 21,6 21,8 21,2 22,5 20,3 13,6 10,6 12,3 12,9 
UK 8,3 17,1 8,4 8,6 5,3 6,7 7,4 6,9 7,4 8,3 8,7 

EUR 10,0 14,9 11,0 9,8 7,5 6,9 6,2 5,5 5,6 6,1 6,2 

Table 12 

Real compensation of employees per head (a) 
( Annual % change) 

1961-73 1974-81 1982 1983 1984 1985 1986 1987 1988 1989 1990 

B 5,1 2,9 0,0 -0,3 0,9 -1,3 3,7 -1,3 1,2 2,1 2,2 
DK 3,8 0,4 1,5 1,3 -0,8 0,2 1,2 4,0 -0,6 -1,1 0,3 
D 5,4 2,0 -0,5 0,5 1,0 1,0 4,1 2,2 2,0 0,0 0,7 

GR 6,5 3,7 5,9 2,7 3,8 4,2 -7,2 -3,4 4,0 5,6 1,1 
E 7,5 3,2 -0,7 1,3 -0,9 1,1 0,7 0,9 1,2 0,7 0,8 
F 4,8 3,0 2,3 0,4 0,5 0,8 1,4 0,6 1,1 0,5 1,3 

IRL 5,0 2,3 -0,8 3,2 2,9 2,7 1,1 2,8 -0,2 0,6 0,9 
I 6,5 2,5 0,2 0,8 0,0 1,0 1,6 4,0 3,8 2,7 1,9 
L 4,2 2,9 -3,5 -1,9 1,5 -1,7 4,4 0,9 2,5 3,0 2,9 

NL 6,0 1,6 0,5 0,4 -1,7 -0,7 1,3 1,6 0,6 -0,1 1,1 
p 7,8 3,1 1,1 -3,3 -5,8 2,2 6,0 3,1 0,9 -0,7 1,4 
UK 3,3 1,7 -0,3 3,6 0,2 1,4 2,8 3,0 2,3 2,9 3,0 

EC 5,1 2,3 0,5 1,2 0,2 0,9 2,3 2,0 1,9 1,3 1,6 

(a) Deflated by the price dcflator of private consumption. 
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Table 13 

Unit labour costs 
I Annual % change) 

1961-73 1974-81 1982 1983 1984 1985 1986 1987 1988 1989 1990 

B 4,5 8,5 4,7 5,0 4,3 4,2 3,1 -0,8 -0,2 2,3 3,2 
DK 7,3 10,2 9,1 5,8 2,8 3,6 3,6 10,6 3,7 1,2 1,8 
D 4,8 4,7 3,1 0,6 0,7 1,7 2,5 1,7 -0,0 0,7 1,3 

GR 1,9 19,2 26,3 22,1 19,4 20,8 12,2 12,0 15,0 18,4 14,3 
E 7,7 17,3 11,3 11,2 5,5 5,6 8,5 6,2 4,3 6,4 5,7 
F 4,9 12,4 11,4 8,9 5,8 4,5 2,1 1,6 1,1 2,1 2,0 

IRL 6,7 15,4 11,8 10,8 4,8 3,4 5,6 1,9 -0,4 0,9 1,7 
I 5,6 18,3 16,5 15,5 8,8 8,1 5,4 5,9 6,1 6,5 5,4 
L 4,1 10,1 5,1 3,6 1,5 1,2 3,1 4,1 1,5 4,1 3,8 

NL 7,1 6,7 4,6 -0,2 -2,9 0,4 1,7 1,1 -0,1 -0,9 1,4 
p 4,2 21,6 16,7 20,4 21,1 19,1 12,2 11,4 9,2 8,9 8,8 
UK 5,3 15,8 5,2 3,3 5,4 4,7 4,5 5,0 6,4 7,9 7,2 

EC 5,2 12,6 9,2 7,3 5,1 4,9 4,3 3,8 3,3 4,2 4,1 

Table 14 

Real unit labour costs (a) 
( Annual % change) 

1961-73 1974-81 1982 1983 1984 1985 1986 1987 1988 1989 1990 

B 0,3 1,3 -2,3 -0,8 -0,7 -1,5 -0,3 -2,7 -1,6 -0,7 -0,4 
DK 0,2 0,3 -1,3 -1,7 -2,7 -1,5 -0,5 5,3 -1,1 - 2,5 -1,0 
D 0,5 0,0 -1,2 -2,5 -1 ,2 -0,5 -0,6 -0,3 -1,4 -1,7 -1,4 

GR -2,5 2,5 1,0 2,5 -0,7 2,7 -5,5 - 3,2 0,4 3,0 - 0,8 
E 0,6 0,3 - 2,2 - 0,3 -4,9 - 2,8 -2,2 0,3 -1,3 - 0,8 - 0,8 
F - 0,1 1,2 - 0,3 -0,7 -1,5 -1,3 -2,8 - 1,2 -2,1 - 1,1 - 0,6 

IRL -0,4 0,6 -2,9 -0,0 -2,0 -1,7 -0,0 - 0,6 -3,2 - 3,4 -2,3 
I 0,2 0,5 0,3 0,4 -2,3 -0,7 -2,0 0,3 0,2 0,1 - 1,1 
L -0,2 3, I - 4,8 -3,1 - 2,8 - 2,1 1,5 5,3 -1,8 0,9 0,3 

NL 1,0 -0,2 - 1,3 -2,0 - 4,6 -1,4 1,0 2,0 -1,9 -2,3 -0,9 
p 0,3 1,6 -3,3 -3,2 -2,4 -2,2 -6,3 -0,6 - 2,2 - 3,1 - 2,9 
UK 0,1 -0,1 -2,2 -1,7 0,7 -0,9 0,9 0,1 - 0,2 1,1 1,9 

EC 0,1 0,4 -1,1 -1,1 -1,7 -1 ,1 - 1,2 - 0,2 - 1,1 -0,7 -0,5 

(a) Real compensation of employees per head (deOated by GDP deOator). divided by labour productivity per head. 
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Table 15 

Balance on current transactions with rest of world 
(% o[GDP) 

1961-73 1974-81 1982 1983 1984 1985 1986 1987 1988 1989 1990 

B 1,1 -1,6 -3,6 -0,6 -0,4 0,5 2,0 1,2 1,0 0,8 0,8 
DK -2,0 -3,5 -4,2 -2,6 -3,3 -4,6 -5,2 -3,0 -1,8 -2,0 -1,1 
D 0,7 0,5 0,5 0,7 1,3 2,6 4,4 3,9 4,1 5,3 5,8 

GR -2,9 -1,7 -4,4 -5,0 -4,0 -8,2 -5,2 -2,5 -1,5 -3,4 -3,5 
E -0,2 -2,0 -2,5 -1,5 1,4 1,6 1,7 0,1 -1,1 -2,9 -4,0 
F 0,4 -0,1 -2,1 -0,8 -0,0 0,1 0,5 -0,4 -0,4 -0,5 -0,5 

IRL -2,5 -8,6 -10,6 -6,9 -5,8 -4,0 -2,9 1,4 2,0 2,0 1,8 
I 1,5 -0,7 -1,6 0,3 -0,7 -0,9 0,5 -0,1 -0,6 -1,3 -1,4 
L 6,8 20,8 34,7 39,6 39,2 43,8 39,4 33,0 16,4 14,9 14,5 

NL 0,5 1,0 3,2 3,1 4,2 4,1 2,8 1,6 2,4 2,1 2,1 
p 0,4 -6,8 -13,5 -8,3 -3,4 0,4 3,9 1,8 -1,4 -2,8 -3,4 
UK -0,I -0,4 1,5 0,9 -0,2 0,7 -0,9 -1,6 -3,2 -4,1 -3,3 

EC 0,4 -0,3 -0,7 0,1 0,3 0,8 1,4 0,8 0,3 0,1 0,2 

Table 16 

General government lending and borrowing 
(% of GDP) 

1974-81 1982 1983 1984 1985 1986 1987 1988 1989 1990 

B -6,6 -10,9 -11,2 -9,1 -8,6 -8,8 -7,0 -6,5 -6,0 -5,7 
DK -1,4 -9,1 -7,2 -4,I -2,0 3,5 1,8 0,2 0,1 0,7 
D -3,0 -3,3 -2,5 -1,9 -1,1 -1,3 -1,8 -2,1 -0,0 -0,4 

GR -7,7 -8,3 -10,0 -13,8 -11,6 -9,9 -14,9 -19,9 -20,0 
E -1,3 -5,6 -4,8 -5,5 -7,0 -6,1 -3,6 -3,2 -2,6 -2,2 
F -1,0 -2,8 -3,2 -2,8 -2,8 - -2,9 -2,5 -1,4 -1,2 -1,1 

IRL -10,5 -13,7 -11,6 -9,6 -11,1 -11,0 -8,9 -3,7 -3,7 -1,5 
I -8,4 -11,3 -10,6 -11,6 -12,5 -11,7 -11,2 -10,6 -10,3 -9,8 
L 1,8 -0,5 2,6 3,4 4,5 2,5 2,7 2,5 2,4 2,8 

NL -2,9 -7,1 -6,4 -6,3 -4,8 -5,9 -6,2 -4,9 -4,4 -4,2 
p -10,4 -9,1 -12,0 -10,1 -7,8 -7,0 -6,5 -6,0 -6,1 
UK -3,8 -2,5 -3,3 -3,9 -2,7 -2,4 -1,5 0,8 1,5 1,1 

EC (a) -3,7 -5,5 -5,3 -5,3 -5,2 -4,8 -4,3 -3,6 -2,9 -2,9 

(a) EUR without Greece and Portugal up to 1981. EUR 12 from 1982 onwards. 
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Table 17 

Total employment(a) 

I Annual% change) 

1961-73 1974-81 1982 1983 1984 1985 1986 1987 1988 1989 1990 

B 0,6 -0,2 -1,3 -1,1 0,0 0,8 1,0 0,4 1,4 1,1 0,6 
DK 1,1 0,2 0,4 0,3 1,7 2,9 2,3 1,1 -0,3 -0,6 0,5 
D 0,2 -0,4 -1,7 -1,5 0,1 0,7 1,0 0,7 0,6 1,4 1,3 

GR -0,5 1,3 -0,8 1,0 0,3 1,0 0,3 -0,1 1,1 0,7 0,7 
E 0,7 -1,5 -0,9 -0,5 -2,4 -1,3 2,3 5,4 2,9 3,5 2,5 
F 0,7 0,2 0,2 -0,4 -0,9 -0,3 0,2 0,1 0,6 1,4 1,2 

lRL 0,1 0,9 0,0 -1,9 -1,9 -2,2 0,2 0,0 1,0 1,2 1,3 
I -0,4 0,7 0,6 0,6 0,4 0,8 0,9 0,2 1,3 0,9 0,6 
L 1,1 0,6 -0,3 -0,3 0,6 1,4 2,6 2,7 2,9 1,7 1,3 

NL 0,9 0,1 -2,5 -1,9 -0,1 1,5 1,9 1,2 1,3 1,6 1,0 
p -0,5 -0,1 -1,9 -1,1 -1,5 -0,0 -2,7 2,7 2,6 1,6 0,8 
UK 0,3 -0,4 -1,8 -1,2 1,9 1,6 0,4 1,9 3,1 1,7 0,7 

EC 0,3 -0,1 -0,9 -0,7 0,1 0,6 0,8 1,2 1,6 1,5 1,1 

(a) National accounts definition. 

Table 18 

Number of unemployed as percentage of the civilian labour force (a) 
( Annual average) 

1961-73 1974-81 1982 1983 1984 1985 1986 1987 1988 1989 1990 

B 2,2 6,6 11,9 12,6 12,6 11,7 11,9 11,5 10,4 9,4 8,8 
DK 1,1 6,7 11,1 9,5 9,1 7,6 5,8 5,8 6,4 7,4 7,6 
D 0,9 3,7 6,8 6,9 7,1 7,3 6,5 6,4 6,4 5,6 5,4 

GR 4,2 2,3 5,8 9,0 9,3 8,7 8,2 8,0 8,5 8,5 8,5 
E 2,8 7,5 16,3 17,8 20,6 21,9 21,2 20,5 19,6 17,6 16,5 
F 2,3 5,2 8,3 8,2 9,9 10,3 10,4 10,5 10,2 9,5 9,1 

IRL 5,3 8,0 11,6 15,2 17,0 18,4 18,3 18,0 17,8 16,7 16,2 
I 5,6 7,0 8,7 9,0 9,5 9,4 10,6 10,1 10,6 10,5 10,6 
L 0,0 0,5 1,3 3,6 3,0 3,0 2,7 2,7 2,2 1,8 1,7 

NL 1,3 5,6 11,6 12,5 12,5 10,4 10,3 10,2 10,3 9,9 9,6 
p 2,6 6,5 7,5 7,7 8,4 8,5 8,3 6,8 5,6 5,2 5,2 
UK 2,0 5,0 10,5 11,2 11,4 11,5 11,5 10,6 8,7 6,8 6,5 

EC 2,6 5,5 9,5 10,0 10,8 10,9 10,8 10,4 10,0 9,0 8,7 

(a) SOEC definition. 
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I. Overview 

Summary 

Growth and employment in the Community have substantially improved since the middle of the 1980s. Forecasts for the 
Community confirm that growth is now on a trend rate of increase of over 3% per annum. Employment is rising faster than at 
any time over the last 30 years ( over 1% annually). The unemployment rate (9% in 1989) is falling, but only slowly. This 
overall economic improvement is a consequence of the reorientation of economic policies since the beginning of the decade. By 
1985, however, the prospects for growth and reducing unemployment were still poor. Against this background the cooperative 
growth strategy for more employment was adopted for the Community. It reflected the growing consensus on the necessity for a 
better balance between demand management and supply-side policies. This blueprint for higher sustainable employment-creating 
growth with stability in the Community was subsequently complemented by the decision to complete the internal market and to 
implement policies to accelerate the catching-up of the poorer Community countries and regions. Four main aspects of the 
recovery reflect the fundamental improvement in the Community economy: higher profitability has largely contributed to boosting 
investment; a better balance between labour productivity and real wage costs has slowed down the rate of substitution of labour 
by capital and thus increased the employment content of growth; the progress made in consolidating the public finances, but 
which is still insufficient, has released resources for private investment; the better investment performance has resulted in a 
faster growing capital stock which has lowered the risk of capacity constraints and simultaneously sustained domestic demand, 
thus making the Community less dependent on external factors. Prospects for the 1990s are favourable. If growth.for instance, 
stays on a trend of 3% and the growth-employment relationship remains unchanged, employment can be expected to rise by 
1% a year in the medium term and the unemployment rate could stand at 6% in 1995. This would, however, be just below the 
rate of 1980 but more than twice that of the early 1970s. A better performance, reducing the unemployment rate to 4% in 1995, 
could be achieved if employment growth were to accelerate to 1 Yi%. A continued improvement in the growth conditions is 
therefore still necessary and could be achieved if the policies and behaviour along the lines defined in recent Annual Economic 
Reports are continued. 

1. Overview 

1.1. The improved performance 

Forecasts for the Community confirm that growth is now 
on a trend rate of increase of over 3 % per annum. Employ
ment is rising faster than at any time over the last 30 years 
(over I % annually). Unemployment is also declining, albeit 
slowly, and is expected to fall to less than 9 % 1 of the labour 
force by 1990. Although there has been a rise in inflationary 
pressures during 1989, inflation rates on the whole are now 
comparable with the relatively low rates experienced during 
the 1960s. 

This contrasts sharply with the extremely poor performance 
from the middle of the 1970s to the early 1980s when the 
Community economy was characterized by slow growth 

I Unemployment according to the EC labour force survey which provides 
comparable rates for the member countries. The corresponding figure 
using the registered unemployment data which were used in previous 
annual economic reports would be about 10 % . 

Table 1 

Key indicators of economic performance in the Community 

1973 1980 

1960 1973 

Annual % change 

Real GDP 4,8 2,2 

Employment 0,3 0,1 
Investment I 5,6 0,3 
Private consumption def1ator 4,6 12,4 

Annual average(% of GDP) 

Current account balance 0,5 - 0,5 
Net borrowing/lending of general 
government - 0,62 - 3,53 

1 Gross fi xed capital formation at constant prices. 
2 1970-73 EUR 10 : EUR 12 excluding Greece and Portugal. 
l EUR 10 : EUR 12 excluding Greece and Portugal. 
4 Provisional forecasts. September/October 1989. 

Source: Commission services. 

1985 

1980 

1,5 
-0,4 
-0,6 

8,8 

-0,2 

-5,3 
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3,1 
1,2 
5,7 
4,1 

0,6 

-3,7 
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accompanied by chronic disequilibria in the form of persist
ently high inflation rates, rising unemployment and large 
public deficits. The years 1979 to 1984 were the most un
favourable five-year period for growth and employment 
since the early 1950s (see Graph I). During that period the 
average annual increase in real GDP in the Community was 
only 1,2 %, compared to an average of 4,8 % achieved 
throughout the 1960s. Total employment fell by over 2,5 % 
in the same period, at a time when the labour force was 
rising, to leave the unemployment rate standing at 10,8 % 
in 1984. 

1.2. Policy reorientation 

From the early 1980s a consensus had begun to emerge 
regarding the need to change the direction of economic 
policy in order to lift the Community economy out of the 
slow growth trap into which it had fallen. It came to be 
recognized that a better balance between supply-side and 
demand management policies was required to eliminate the 
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persistent disequilibria that had characterized the latter half 
of the 1970s. The first steps towards restoring stability to 
the European economies were taken. More stability-oriented 
monetary policies and a good adjustment of nominal wage 
increases helped to bring about a remarkable reduction in 
the inflation rate, from 13,5 % in 1980 to 5,9 % in 1985. 
This was achieved despite the difficult international environ
ment and the depreciation of European currencies vis-ii
vis the dollar. The continuing deterioration in budgetary 
positions experienced from the mid- I 970s was halted in 1983 
and thereafter budget deficits began to improve somewhat. 

Despite this progress the overall outlook in 1985 was far 
from satisfactory with the Community facing the prospect 
of a low rate of growth which was totally inadequate to deal 
with its serious unemployment problem. The investment 
ratio was almost 3 points lower than at the beginning of the 
1980s and almost 5 points lower than in 1974. The medium
term projections available at the time forecast growth aver
aging only some 2 Y, % a year up to 1990, with little hope 
of significantly reducing unemployment. 



Against this background the 'Cooperative growth strategy 
for more employment' was adopted in the Annual Economic 
Report of 1985-86. 1 The strategy, whose central objective is 
to reduce unemployment significantly, reflected and articu
lated the growing consensus on the need to reorient economic 
policy. The implementation of its proposals would allow a 
return to stronger and more lasting growth, with a greater 
employment content, against a background of stability. Its 
basic guidelines won the support of the social partners within 
the framework of the Community's social dialogue. 2 

It was recognized in the strategy that growth was insufficient 
and that its employment content was too low. The structure 
of the economy had become biased too much in favour 
of capital-deepening and labour-saving investment, so that 
there has been insufficient employment-creating investment. 
This was largely due to the development of relative factor 
costs throughout the 1970s which was inappropriate for 
the labour market conditions at that time, a development 
supported by mis-directed budgetary and monetary poli
cies. 3 While it is true that moderation in wage increases had 
allowed profitability to begin to recover somewhat from 
1981 onwards, at the time the strategy was adopted it was 
clear that substantial further progress was required to 
achieve adequate investment and employment growth. 

At the macroeconomic level the strategy called for moderate 
real wage increases to be accompanied by an adequate level 
of aggregate demand. This combination would ensure that 
profitability could continue to rise sufficiently to bring about 
the necessary increase in job-creating investment. At the 
microeconomic level action was to be taken to improve the 
flexibility of markets in goods, services, capital and labour. 
The objective behind the efforts to increase labour market 
flexibility was not to destroy achievements on the social 
front but to create more jobs. 

In addition, monetary and budgetary policies were called on 
to provide a framework supportive of the objectives of the 
strategy. Monetary policy was to be used to create and 
maintain a stable monetary framework so that relative price 
movements and in particular interest rates could effectively 
perform their correct allocative function in the economy. 

Budgetary policy was directed towards a qualitative and 
quantitative consolidation of public finances in order to 
improve both supply and demand conditions. The control 

I Annual Economic Report 1985-86, Chapter 2, European Economy, No 
26, November 1985. 

2 See joint opinions of the social partners on the cooperative growth 
strategy for more employment published in European Economy . No 30, 
November 1986 and No 34, November 1987. 

3 See Chapter 2, Section 2.3 of this study. 

2. The growth process 

of public expenditure would enable budget deficits to be 
reduced, where necessary, and allow taxes and social security 
contributions to fall where that became possible as a result 
of stronger growth. Public expenditure was to be restruc
tured to favour greater productivity, in particular by engag
ing in economically profitable infrastructural projects and 
vocational training. 

2. The growth process 

2.1 . The sustainability of growth 

The second half of the 1980s has seen a significant turn 
around in the Community's economic and employment pros
pects. As proposed in the cooperative strategy, growth is 
accelerating and investment and employment are rising. In
deed the strong investment performance suggests that the 
faster growth can continue in the medium term, as the 
demand for capital goods remains buoyant. The estimated 
average increase in the volume of total investment between 
1987 and 1990 of 6, 7 % is more than twice the rate of 
increase in GDP. In addition, the improved profitability 
levels, coupled with the current high rates of capacity utiliza
tion, suggest that strong investment growth could be main
tained. The share of GDP devoted to investment is now on 
a rising trend and in 1990 is forecast to be 2 % points above 
the minimum reached in 1986 but still about 3 % points 
below that of the first few years of the 1970s. The rate of 
growth of the capital stock has once again begun to increase, 
from 2,2 % in 1984 to almost 3 % in 1989. 

Table 2 

Investment, consumption and the balance of goods and services in the 
Community 

/ % o/GDP) 1 

19732 1981 1986 19904 

Gross investment3 25,9 20,9 19,4 21,9 

Consumption 74,8 79,6 78,8 78,1 

of which : 
private 60,3 62,3 61 ,7 60,2 
government 14,5 17,3 17,1 17,9 

Balance of goods and services - 0,1 -0,4 1,8 0,0 

I Figures arc subject to statistical discrepancies. 
2 EU R 11 : EU R 12 excluding Portugal. 
J Gross capital fonnation including stocks. 
• Provisional forecasts, September/October 1989. 

Source : Commission services. 
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Even more impressive than the capital investment perform
ance is that of employment which is now increasing at record 
rates (I ,6 % in I 988 and an annual average of I ,2 % in the 
five years to I 990). This more than compensates for the loss 
of 3,5 million jobs between I 980 and I 983 in the aftermath 
of the second oil price shock. However, the current uptake 
in employment creation in the Community is only slowly 
affecting unemployment. This is due to a continuing, but 
slower, increase in the population of working age and partici
pation rates which are responding positively to the improved 
growth and employment prospects. The decline in the male 
participation rate has come to a halt and the female partici
pation rate has continued to rise. Further increases in partici
pation rates may also be expected considering the signifi
cantly higher rates in the United States, Japan and Scandina
vian countries. 

2.2. Main changes in the fundamentals 
of growth 

2.2.1. Profitability of fixed capital 

A major factor in the expansion of investment in the Com
munity has been the increase in the rate of return on pro
ductive capital since I 981. This increase in profitability has 
largely been due to the moderation in real wage increases 
with respect to labour productivity 1 which has been a par
ticular feature of the Community economy in the I 980s. 
Prior to the first oil price shock the trend increase in real 
wages (GDP deflator) was more than 4,5 % per annum. This 
declined throughout the second half of the I 970s and even 
more so in the 1980s. Thus the average annual rate of 
increase in real wages in the five years up to I 990 is forecast 
to be just over I %. With labour productivity continuing to 
rise, although more slowly than in the 1960s and 1970s, real 
unit labour costs will have fallen by over 8 % between 1981 
and 1990. 

A further factor contributing to the strengthening of profita
bility has been the rise in capital productivity seen in the last 
few years. This represents a reversal of a declining trend 
which was seen throughout the 1960s and 1970s. Capital 
productivity at first stabilized in 1984 and thereafter began 
to rise. A notable contributor to this increase is the current 
very high rates of capacity utilization . 

The rise in profitability was also assisted by the terms of 
trade gains arising from the fall in oil prices, which began 
at the end of I 985, and the decline of the dollar in I 986 and 

1 GDP per person employed . 
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1987. Profitability benefited directly from the reduction in 
energy and raw material prices and the ensuing fall in in
flation assisted the trend towards continued moderate in
creases in real wages. 

2.2.2. Substitution and factor productivity 

Not only has wage moderation improved employment pros
pects through its beneficial effects on profitability and invest
ment but the simultaneous change in relative factor costs 
together with policies designed to achieve greater flexibility 
in the labour market have significantly contributed to mak
ing growth and investment more employment-creating. This 
has been particularly noticeable in the second half of the 
1980s. 
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During the I 960s and up to I 973, while real wages and 
labour productivity (GDP per person employed) tended to 
grow at similar rates, a considerable gap developed between 



2. The growth process 

Table 3 

Development of main supply-side factors in the Community, 1960-93 
(% change per annum unless otherwise s1ared) 

1973 1981 1986 1990 11 1984 1985 1986 1987 1988 1989 11 1990 11 1993 11 199312 

1960 1973 1981 1986 1988 

I. Real GDP 4,8 2,0 2,0 3,1 2,3 2,5 2,6 2,8 3,8 3,4 3,1 3,5 3,2 
2. Employment 0,3 -0,1 0,0 1,2 0,1 0,6 0,8 1,2 1,6 1,5 1,1 1,2 1,2 
3. Capital stock 1 5,2 3,5 2,3 2,7 2,2 2,2 2,2 2,3 2,7 2,9 3,1 3,5 3,2 
4. Real gross fixed capital 

formation 5,6 -0,3 1,1 6,1 1,5 2,5 3,4 4,8 8,4 7,0 4,8 5,9 5,6 
5. Real investment2 in 

equipment 5,4 1,2 2,9 8,4 4,2 8,3 3,1 9,3 10,6 10,0 5,9 
6. Degree of capacity 

utilization(%) 85,53 82,74 82,1 5 86,26 79,0 81,5 82,1 83 ,0 84,4 86,2 
7. Labour productivity 4,5 2,1 2,0 1,9 2,2 1,9 1,8 1,6 2,2 1,8 2,0 2,2 2,0 
8. Capital productivity -0,4 -1 ,5 -0,3 0,4 0,1 0,2 0,4 0,4 1,1 0,5 0,0 0,0 0,0 
9. Total factor7 productivity 2,8 0,9 1,2 1,3 1,5 1,3 1,3 1,2 1,7 1,3 1,2 1,2 1,2 

10. Real compensation per 
employees 4,6 2,5 0,8 1,2 0,6 0,8 0,6 1,4 1,1 1,2 1,4 1,7 1,5 

11. Capital/labour 
substitution 7 1,7 1,1 0,8 0,6 0,7 0,6 0,5 0,5 0,5 0,5 0,8 0,9 0,8 

12. Capital intensity 4,9 3,6 2,3 1,4 2,2 1,6 1,5 1,1 1,0 1,6 2,0 2,3 2,1 
13. Real unit labour costs9 

(1961-73 = 100) 100 104,3 100,5 96,7 100,2 99,2 98,0 97,8 96,7 96,1 95,7 95,2 94,9 
14. Profitability 

(1961-73 = 100) 100 69,8 71,4 84,0 71 ,5 74,5 78,8 80,4 83,0 85,2 86,6 90,3 87,0 
15. Long-term interest rate 

adjusted for inflation I O 2,0 -0,4 4,4 5,2 5,2 4,8 3,7 5,4 5,5 4,9 4,8 4,7 4,8 

Methodologically it is difficult to measure the capital stock in the economy. The estimates provided here are based on the Commission's Compact model. 
Excludes Portugal up to and including 1986; EUR 12 from 1987 onwards. 

l Peak level of the period attained in 1973. 
Peak level of the period attained in 1979. 
Peak level of the period attained in 1986. 

6 Peak level of the period attained in 1989 ( 1990 not available). 
7 The rate of growth of factor productivity can be computed approximately as follows : g = y - ak. where g is the rate of growth of total factor productivity. y the rate of growth of output per 

person employed, k the rate of growth of the capital stock per person employed and a the share of profits in gross domestic product. Thus technical progress is a residual item and includes 
factor inputs other than capital and Jabour. Given this division of output growth, capital/labour substitution equals the difference between Jabour productivity and total factor productivity. 

8 From the point of view of costs; compensation of employees per wage and salary earner deflated by the GDP deflator . 
9 Compensation of employees per wage and salary earner deflated by the GDP deflator and divided by real GDP per head of occupied population. 

10 Long-term interest rate deflated by the GDP deflator. 
II Provisional forecasts, September/October 1989. 
12 Medium-term projection, assuming no significant policy change, based on Compact model. 

Source: Commission services. 

labour productivity and total factor productivity (see 
Graph 3). This difference is a measure of the productivity 
gains attributable to the increase in capital intensity, which 
implies more capital per person employed, and can be 
thought of as representing capital labour substitution. How
ever, given the slow increase in the labour force in this period 
a high degree of capital labour substitution was compatible 
with equilibrium in the labour market and unemployment 
remained below 3 % . 

Until the end of the 1960s the degree of substitution was 
also compatible with maintaining a high level of profitability 

of fixed capital. After this time, however, the decline in 
capital productivity meant that profitability could no longer 
be sustained in the light of the increase in real wages. 

Due to the slowdown in output and productivity growth, 
the period 1973 to 1981 was characterized by a rise in real 
unit labour costs and a further widening of the gap between 
real wage increases and total factor productivity growth and 
low profitability. Thus the investment ratio declined and as 
capital labour substitution continued, albeit at a slower pace 
than in the previous period, the employment performance 
remained poor. 
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The substitution trend was also exacerbated by low or even 
negative 'real' interest rates (nominal interest rate deflated 
by the GDP deflator) which further reduced the real cost of 
financing capital expenditure. In contrast with the 1960s, 
however, the labour force had begun to grow rapidly from 
the first years of the 1970s, with the arrival of the post-war 
baby boom generation, so that the rate of unemployment 
increased almost threefold between 1973 and 1981 (see 
Graph 4). Equilibrium in the labour market could not there
fore be maintained during this period. 

Furthermore., partially because of labour market rigidities 
and partially due to labour hoarding by firms, the employ
ment adjustment appears to have been somewhat delayed, 
a fact which negatively affected labour productivity. Given 
the rate of increase in real wages, this contributed to the 
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very slow recovery in profitability of fixed capital from the 
low levels reached in the wake of the first oil price shock. 
As a result of all these factors the level of investment was 
in itself inadequate and furthermore each unit of investment 
was not sufficiently employment-creating. 

With the slowdown in the rate of increase in real wages after 
1981 real unit labour costs began to fall and profitability of 
fixed capital to rise. However, as total employment declined 
against a background of slow GDP growth and with the 
labour force continuing to expand rapidly, unemployment 
continued to rise, reaching I 0,0 % in 1983. Thus the first 
years of the decade saw profitability beginning to recover but 
the imbalance in the labour market worsening considerably. 

However, as the accumulated gap between real wage in
creases and total factor productivity continued to decline, 



by 1985 the rate of substitution had begun to fall signifi
cantly. From this point onwards the real wage and total 
factor productivity configuration was such as to enable 
profitability to rise and the labour market to move, albeit 
very slowly, in the direction of equilibrium. Employment in 
the Community began to increase significantly from 1985 
onwards, the year in which unemployment peaked. 

2.2.3. Budgetary policy 1 

Budgetary policies have also had a role to play in the redirec
tion of general economic policies in the 1980s. This reorien
tation was seen as necessary in the light of the failure and 
unsustainability of the policies that had been followed 
throughout the 1970s and the first years of the 1980s mainly 
in response to the oil price shocks. While expenditure in
creased sharply in the 1970s in order to maintain economic 
activity and social benefits, particularly the benefits of the 
unemployed, its partial financing through higher direct taxes 
and social security contributions, notably as a result of fiscal 
drag, exerted additional inflationary pressures on wages and 
salaries. This in tum contributed to the fall in profitability 
and investment and therefore to the slowdown in economic 
growth, particularly when inflation was contained and 
eventually reduced . Thus a vicious circle had developed 
whereby the extra tax burden, by slowing down growth, 
created additional demands on the governments' finances in 
the long-run. An accommodating monetary policy, made 
necessary by the rising deficits and unwillingness or inability 
to increase tax receipts, exacerbated the problems. It added 
to inflationary expectations and pressures and in allowing 
real interest rates to fall, further contributed to a distortion 
of relative factor costs, a misallocation of scarce resources 
and consequently to slow growth. When monetary policies 
were tightened the resulting rise in interest rates had a 
negative impact on investment and added to the problems 
of financing the continuing budget deficits. 

From the beginning of the 1980s it became clear that the 
direction of budgetary policies would have to change if 
they were to make a significant contribution to growth and 
employment creation in the Community. It was felt necessary 
to reduce the financial pressures caused by the crowding
out effect of high budget deficits and rising debt, to control 
the expansion of the share of government expenditure and 
receipts in GDP and to reform the tax and expenditure 
systems to ensure their contribution to economic growth. 
Tax systems have in some cases been simplified and marginal 
tax rates reduced and public expenditure made more selective 
in order to improve productivity. 

1 See the study 'Public finances and fiscal policies in the Community' for 
a more in-depth analysis of this topic. 

2. The growth process 

Table 4 

Main public finance trends in the Community 
(% of GDP) 

19701 1982 1985 19902 

Total expenditure 35,5 48,2 49,0 45,7 

of which: 
Public consumption 14,3 18,8 18,6 17,8 
Current transfers 14,6 21,3 21,4 19,9 
Interest payments 1,9 4,1 5,0 4,7 
Public investment 4,0 3,0 2,9 2,7 

Receipts 35,8 42,7 43,8 43,0 

of which: 
Indirect taxes 13,1 12,7 12,9 13,2 
Direct taxes 9,5 11,8 12,4 12,2 
Social security contributions 10,2 14,4 14,6 14,3 

Net lending ( +) or net 
borrowing ( - ) 0,2 -5,5 -5,2 -2,8 
Gross public debt 38,9 47,8 56,8 59,2 

I EUR 10 : EUR 12 excluding Greece and Portugal. 
2 Provisional forecasts, September/October 1989. 

Source : Commission services. 

It wasn't until the growth momentum got under way in the 
second half of the 1980s that significant results in this area 
were achieved. Current receipts in the Community continued 
to rise, from 41 ,8 % of GDP in 1981 to 43,8 % in 1985, but 
since then the trend has been downwards and in some 
countries fiscal reforms have been introduced. Current re
ceipts are expected to reach 43,0 % of GDP in 1990. The 
total expenditure pattern has been similar rising to 49,0 % 
in 1985 but forecast to fall to 45,7 % in 1990. Net borrowing 
peaked at 5,5 % of GDP in 1982 and is now also on a 
declining trend and gross public debt should stabilize at 
around 60 % of GDP. 

The counterpart of the increase in the share of investment 
in GDP since 1986 is to be found in the significant fall in 
government dissaving and to a somewhat smaller extent in 
a decline in the Community's exports of capital to the rest 
of the world. This represents a reversal of the trends of the 
first half of the 1980s. Private sector saving has remained 
relatively stable in recent years as an increase in saving by 
the enterprise sector, reflecting greater profitability, has been 
offset by a decline in the household sector. 

2.2.4. The change in the structure of demand 

Higher investment on the one hand is contributing to an 
expansion of potential output and on the other to the main-
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Table 5 

Saving, investment and current balance in the Community 1 

(% of GDP at current market prices) 

19702 19792 1982 1986 19903 

Gross national saving 25,8 22,6 19,5 20,6 22,2 

of which : 
Private 20,8 22,2 21 ,1 21 ,7 21 ,7 
General government 5,0 0,4 - 1,6 - 1,1 0,5 

Gross capital formation 25,7 23,0 20,4 19,4 21,9 

of which : 
Private 21 ,7 20,1 17,4 16,7 19,2 
General government 4,0 2,9 3,0 2,7 2,7 

Current balance 0,7 0,1 -0,9 1,2 0,3 

I Due to stat istical discrepa ncies the difTerence between gross nationa l saving and gross capital 
fo nnation does not equal the current balance in each year. 

2 EU R 10 : EU R 12 excluding G reece and Portugal. 
J Provisional forecasts. September/October 1989. 
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tenance of demand. The change in the structure of demand 
in the 1980s means that growth has become less reliant on 
volatile external factors. Now that demand is mainly being 
led by investment the Community is closer to an ideal growth 
configuration. 

Investment in equipment, which had begun a modest recov
ery in 1984 and had increased by 8,5 % in 1985, faltered as 
a result of the uncertainties created by the changing external 
circumstances of 1986. The change in the composition of 
aggregate demand, with relatively fewer exports and more 
domestic demand, caused the rate of growth in investment 
in equipment to fall to less than 3 %. However, by 1986 
investment in construction was already recovering so as to 
maintain a steady but modest increase in total investment. 
Subsequently investment has been a key element in the 
increase in total demand with equipment investment rising 
by almost 9 % in real terms in each of the three years up to 
1989 (see Graph 5). 



During the 1980s demand in the Community was given a 
significant boost on two occasions by external factors. The 
boom in the United States in 1984 saw exports making a 
substantial contribution to the increase in final demand in 
that year. On the second occasion, the significant improve
ment in the terms of trade in I 986, resulting from the fall in 
oil prices which had begun towards the end of I 985 and the 
decline in the value of the dollar, gave a stimulus to domestic 
demand growth through its effects on real incomes. The 
unexpected fall in inflation and rise in real incomes was 
reflected in an acceleration in private consumption to almost 
4 % in 1986. 
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Private demand has also been boosted by internal factors . 
The success of supply-side measures, by stimulating growth, 
has in itself given a further impetus to demand and the 
additional growth has, in some countries, allowed room for 
supply-oriented tax reductions thus stimulating investment 
and consumption even more. 

3. Conclusions 

3. Conclusions 

The efforts made and the policies implemented since the 
beginning of the decade are now bearing fruit. Not only 
have growth rates improved, but growth itself has become 
more employment-creating. Between I 960 and 1973, for 
example, while the annual rate of growth of GDP averaged 
4,8 %, employment in the Community rose by only 0,3 % 
annually. An average annual growth rate of 2,4 % in GDP 
between 1973 and I 979 had almost no effect on employment. 
Recent studies suggest that employment now begins to in
crease with a rate of growth of 2 % and every one percentage 
point of growth above this threshold yields an increase of 
one percentage point in employment. 

If growth, for instance, stays on a trend of 3 % and the 
growth-employment relationship remains unchanged, em
ployment can be expected to rise by 1 % a year in the 
medium term. The consequences of such an increase in 
employment are illustrated in Table 6 (assumption a). Here 
it is assumed that the labour force will rise by 0,4 % a year. 
Of this increase, 0, I percentage point is due to demographic 
factors and 0,3 percentage point to a continuation of the 
present trend in participation rates. Taking all these assump
tions together yields an unemployment rate of 6 % in 1995; 
just below the rate of 1980 but more than twice that of the 
early 1970s. 

A more favourable employment scenario is illustrated in 
Table 6 (assumption b) . In this instance employment in
creases by about I V2 % annually but the labour force itself 
is also assumed to expand more rapidly ( + 0,6 % p.a.), due 
to a faster increase in participation rates . Previous experience 
has indeed shown that activity rates respond positively to 
improvements in employment prospects. In this case the 
unemployment rate would fall to about 4 % in 1995. 

Furthermore, it is interesting to note that, according to this 
scenario, the dependency ratio (ratio of inactive persons of 
all ages and unemployed to total employment) would revert 
to its level in the early 1960s, something which would reduce 
the burden on the working population. The share of older 
people in total population and part-time employment in 
total employment, however, should certainly be greater than 
in the 1960s and this should reduce somewhat the beneficial 
effects of the fall in the dependency ratio . 

Assuming again that the growth/employment relationship 
remains unchanged, the I V2 % annual increase in employ
ment would require an annual increase in GDP of 3 V2 %. 
But in this context two questions must be answered. Firstly, 
does the Community economy have the capacity to grow at 
such a rate and , secondly, will the GDP-employment ratio 
remain stable? 
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Table 6 

Population, active population and employment in the Community 

Average annual % change 

Population 
Active population 
• due to the increase in the population of working 

age 
• due to the change in the participation rate 
Employment 

Unemployment rate 1 

Dependency ratio3 

1970 

1960 

0,8 

0,2 

0,5 
-0,3 

0,2 

1960 

2,0 

1,32 

2 

1980 

1970 

0,5 

0,6 

0,7 
-0,1 

0,2 

1970 

2,5 

1,46 

84 

80 

0,3 

0,8 

1,1 
-0,3 

-0,6 

1980 

6,4 

1,50 

88 

84 

0,3 

0,8 

0,5 
0,3 

0,9 

1984 

10,8 

1,58 

90 

88 

0,3 

0,6 

0,3 
0,3 

1,2 

1988 

10,0 

1,52 

1990 

1980 

0,3 

0,8 

0,7 
0,1 

0,3 

1990 

8,7 

1,51 

1995 

1990 

Scenario 
(a) (b) 

0,2 0,2 

0,4 0,6 

0,1 0,1 
0,3 0,5 

1,0 1,6 

1995 

(a) (b) 

6,0 4,1 

1,41 1,34 

Assumptions: (a) +0.4% per annum increase in active population (1990-95); employment (1990-95) + 1,0% p.a. 
(b) +0.6% per annum increase in active population (1990-95); employment (1990-95) + 1.6% p.a. 

Based on labour force surveys. 
1964. 
Ratio of inactive persons of all ages and unemployed to total employment. 

In the medium term the growth potential is fundamentally 
determined by the change in factor inputs, labour and capi
tal. From the point of view of labour, the numbers of 
unemployed indicate the existence of a significant potential. 
In order to facilitate the use of this potential and to improve 
its quality, continued improvements in labour market flexi
bility and better professional and vocational training are 
necessary. On the capital stock side the outlook is also 
promising. The favourable investment performance of recent 
years is now showing in its effects on the growth of the 
capital stock, accelerating from 2 Y. % annually in the middle 
of the 1980s to a forecast 3 % in 1990. If this favourable 
investment scenario continues, the capital stock could be 
growing annually by about 3 % in the middle of the 1990s. 
Equivalent GDP growth rates are therefore attainable in the 
medium term, assuming capital productivity remains stable. 
It is, in particular, necessary that profitability improves 
further and that the impetus given by the prospects opened 
up by the internal market are maintained. 

The growth/employment relationship, however, is subject to 
many opposing influences which are more difficult to assess. 
On the one hand the improvement in the economic funda
mentals which is at the heart of the current investment-led 
expansion will lead to productivity gains (more output per 
person employed) through the incorporation of technical 
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progress in the capital stock via strong investment activity. 
The completion of the internal market will be a further 
source of increased productivity, through the reduction in 
the administrative costs of trade, greater competition be
tween firms and economies of scale in production which it 
implies. The catching-up process of the poorer countries and 
regions of the Community envisages large-scale investment 
and greater productivity increases to enable them to bring 
their incomes in real terms closer to the Community average. 
In contrast there are factors which could tend to slow down 
the increase of output per employed person. Environmental 
protection can only be achieved at a certain cost and the 
effects of this increasingly important factor on global prod
uctivity, measured as GDP per person employed, are difficult 
to quantify. The sectoral changes in employment in favour 
of the more labour-intensive services sector will also contrib
ute to a reduction in the measure of GDP per person em
ployed. This is also true of the trend towards a reduction in 
the average number of hours worked. 

Taking all factors into account it is now possible and necess
ary to make substantial progress in reducing unemployment. 
In order to achieve this it is essential that the policies and 
behaviour which have contributed to the improved economic 
environment of recent years are continued in the medium 
term. 
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I. Introduction 

Summary 

In the perspective of a free market for financial services, fundamental changes in the competitive structure of the banking sector 
would lead to increased competition between financial intermediaries on the money market. In turn, this might imply a reduced 
ability to predict what rate of growth of money would be consistent with the preferred path of nominal incomes, even in the 
absence of supply shocks or aggregate demand shocks. In such circumstances, the significance of the aggregates as an indicator 
would be substantially reduced. As a result, a monetary policy which relied too heavily on monetary aggregates as indicators of 
the monetary stance, would be faced with increasing difficulties, capable of limiting the effectiveness of monetary policy, whether 
or not a rule for the growth of the monetary aggregates is applied. In part, the problem of instability of money demand is a 
technical, econometric one; it is reviewed in an annex to this study. But a more fundamental difficulty is structural in nature. 
The process of financial innovation seems to be causing a breakdown of the conventional relationships between monetary 
aggregates on the one hand and economic activity and prices on the other. In this study, an overview is presented of the experience 
of this problem in the EC countries which target one or other measure of the money supply. It appears that the problem is most 
severe in the United Kingdom, which has progressed further than the other countries on the road to deregulation and increased 
competition in the financial sector. But while the problem is not yet acute in continental Europe , it could become so when these 
countries, at least to some extent Jo/low the example of the UK, notably within the framework of /992. The question of which 
other indicators could be used to supplement monetary aggregates in analysing the monetary stance is then addressed. The 
advantages and disadvantages of exchange rates, interest rates and yield curve movements, and commodity prices as additional 
indicators are assessed. It is concluded that the analysis of the stance of monetary policy, and in particular its impact on inflation 
expectations, has to be based on several indicators which should be interpreted interdependently. The judgmenta/ element in 
monetary policy - already important in many countries - will inevitably have a continuing or even an increasing role to play. 

1. Introduction 

This study addresses the difficulties currently faced - or likely 
to be faced in the perspective of a free market for financial 
services - in relying exclusively on monetary aggregates as 
indicators of the monetary stance. These problems are poten
tially serious for a monetary policy based on rules, but are 
also relevant wherever monetary aggregates are used as 
indicators. 

The conduct of monetary policy based on a monetary rule 
depends largely on the existence of a stable relationship 
between the targeted monetary aggregate and a limited num
ber of key macroeconomic variables. Only if this requirement 
is met will targeting the money stock be successful in guiding 
expectations and controlling inflation . Several factors seem 
however to be significantly complicating the task of the 
monetary authorities in the use of monetary targeting. The 
monetary authorities' ability to identify and control a monet
ary aggregate that is related in a sufficiently stable way to 
economic activity and prices appears to have weakened in 
several countries. 

Increasing definitional problems are making it more and 
more difficult to identify and measure a meaningful monet
ary aggregate. The significance of monetary aggregates is 
being increasingly undermined in some countries by changes 
in the currency to deposit ratio, by the shift of funds between 
various categories of deposits and by the instability of the 
demand for money. 

But even where it is possible to measure and control the 
money stock in a satisfactory way, it is increasingly suggested 
that its usefulness for the conduct of monetary policy has 
decreased since the early or mid- l 970s, when explicit monet
ary targeting became commonplace in the major industrial 
countries. First, the frequency and amplitude of shocks 
has increased. For Community countries these shocks have 
included external shocks such as disturbances to commodity 
prices and the dollar exchange rate, and internal shocks 
such as periods of budgetary indiscipline in some countries, 
sometimes later followed by budgetary retrenchment. 

More recently, improved supply expectations, linked both 
to improvements in market functioning and to anticipation 
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of the completion of the internal market, have had a power
ful influence on domestic demand in several Member States. 
This experience has re-opened the old debate about the 
relative merits of rules versus discretion in monetary policy. 
On the one hand, the expectations-anchoring function of 
monetary targets may be reduced both by repeated depar
tures from targeting, or of out-turns from targets, as a result 
of attempts to stabilize the economy in the short term in the 
face of shocks. On the other hand, there may be costs 
imposed by short-term fluctuations, in either direction, in 
activity and the inflation rate that cannot be offset in a policy 
regime of non-contingent adherence to monetary targets. 

This study makes no attempt to address this issue directly. 
Instead, it confines itself to a second problem capable of 
limiting the effectiveness of monetary policy, whether or not 
a rule for the growth of the monetary aggregates is applied. 
An inability to predict what rate of growth of money would 
be consistent with the preferred path of nominal incomes, 
even in the absence of supply shocks or aggregate demand 
shocks, would substantially reduce the significance of the 
aggregates as an an indicator. 

Problems of two kinds have emerged. First there is the 
technical problem of the specification of the variables 
thought to determine money demand. In Annex I, a brief 
overview is given of the theoretical issues involved here and 
the remedies proposed to deal with it. 

But a more fundamental difficulty is structural in nature. 
The process of financial innovation seems to be causing a 
weakening of the conventional relationships between monet
ary aggregates on the one hand and economic activity and 
prices on the other. The nature of this weakening differs 
among countries. In most countries the problem of insta
bility of money demand seems to be more severe for narrow 
definitions of the money stock than for broader ones; in 
such countries the monetary authorities have turned to a 
broader concept of money (United States of America, Ger
many, France, Spain). In these countries, the downward 
shift of narrow money demand is mainly attributed to more 
frequent transfers from non-interest-bearing assets .to higher 
yielding alternatives. In turn, this is the result of the introduc
tion of new technologies (new means of payments), increased 
sophistication in the banking sector, and in some instances 
reactions to new monetary control methods. 

The situation is, however, different in the United Kingdom, 
where it is the broader aggregate that has been Jess stable. 
This is seen to be the consequence of the fundamental 
changes in the competitive structure of the banking industry 
which have occurred in the UK financial sector over the last 
few years, as a result of which competition between financial 
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intermediaries on the money market has very much in
creased. This has induced transfers from non-monetary to 
monetary assets, now also offering attractive yields. It could 
be argued that this still-ongoing process of deregulation 
and increasing competition will become more and more 
important also in the other EC countries, especially as a 
result of the liberalization of financial services in a 1992 
framework. As a consequence, in these countries too the 
instability of broader monetary aggregates could become a 
problem in the near future . Whereas in most continental 
European countries there still seem to exist stable money
demand relationships, say since 1979 onwards, there is a 
consensus in the UK that the demand for money function 
for sterling M3 broke down in 1972/73, and has remained 
unstable ever since (this is illustrated in Graph I, which 
shows the velocity of M3 for a number of countries). The 
question arises, therefore, whether a development similar to 
that in the UK will eventually take place in the other Euro
pean countries after 1992. If so, this could imply, for an 
indeterminate period of time, a weakening in the indicator 
function of the monetary aggregates. 

In the next section of this study, an overview is presented of 
the particular experiences with the abovementioned prob
lems in certain EC Member States (the countries studied are 
those that target one or other measure of the money supply, 
but as already noted, these questions are also of interest to 
countries that do not - whether because they rely on an 
exchange-rate rule or for other reasons - target the monet
ary aggregates). Section 3 examines the possibility of sup
plementing or even replacing the monetary aggregates as 
indicators by the analysis of alternative indicators. Finally, 
in Section 4 some conclusions are drawn, based on the 
difficulty of interpretation of all the indicators studied. 

2. Structural changes in the monetary 
aggregates in some European countries 

In the Federal Republic of Germany, the demand for broad 
money is generally considered to be adequately stable. How
ever, some measurement problems have arisen at times in 
recent years. The calculation of the money stock M3 was 
somewhat distorted in the beginning of 1986 by the strong 
growth of short-term bank bonds and Euro-deposits of 
domestic enterprises,which played a greater role as substi
tutes for deposits since they were free from minimum reserve 
requirements and, therefore, yielded relatively high interest 
rates. In 1988-89 a similar distortion was recorded when 
residents ' Euro-deposits became even more attractive when 
the introduction of a withholding tax, to be applied to time 
deposits placed in the FR of Germany, was announced. 

These shifts in asset demand led the authorities to calculate 
a new monetary aggregate, the so-called 'extended M3', 
which included both short-term bank bonds and Euro-de
posits of non-bank residents. Since the abovementioned 
movements in money demand are considered small and 
transitory, the Bundesbank gives no public figure for 'ex
tended M3' and the intermediate target is set in terms of the 
traditional M3 definition, which does not include assets of 
residents held abroad. The liberalization of financial services 
within the framework of 1992 will both increase the amount 
and reinforce the permanent character of shifts in German 
money demand, suggesting a possible need for a wider defi
nition of money stock. 

In France, the significance of the monetary aggregates has 
been affected by the substantial liberalization of exchange 
controls that has already taken place, permitting French 
firms to maintain transaction balances abroad. Furthermore, 
the suppression of the devise-titre regime allows residents to 
hold monetary assets abroad. The full liberalization of capi
tal markets in July 1990 is expected to lead to some further 
displacement of savings, although it is not clear to what 
extent such shifts will involve assets included in the targeted 
money variable. 

Given the reinforcement of economic and financial inte
gration expected in stage one of the European monetary 
union (EMU), the range of monetary aggregates to be mon
itored should be enlarged, including, in addition to the 
present ones, other broader aggregates which would take 
into account the assets of residents abroad as well as foreign 
monetary assets. 

In Spain, the traditional approach to monetary policy by 
means of indirect control of the monetary aggregates has 
been increasingly affected by financial innovations and fi
nancial market integration and by changes in the financial 
behaviour of the public and the banks. In view of the 
uncertain and complex financial environment, the authori
ties have had increasing recourse to flexibility, discretionality 
and judgement in implementing monetary policy. 

A first element of uncertainty arises from the reduced ca
pacity of ALP (the broad monetary aggregate, which in
cludes holdings of liquid money-market instruments as well 
as the traditional components of M3) to give information 
about the evolution of nominal income and prices. It has 
become more difficult to distinguish between two alternative 
interpretations of an overshooting in ALP: an undesired 
evolution of nominal expenditure - that should, therefore, 
be corrected - or as changes in the relative yields of ALP 
and non-ALP assets, which should be accommodated. The 
development of ALP has been increasingly influenced by 
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changes in financial markets. First, the share of ALP com
posed of very liquid and profitable non-money assets has 
increased. Second, the distinction between means of settle
ments and assets held for financial investment purposes has 
become blurred as a result of financial innovation and a 
growing degree of substitutability among a large number of 
financial assets. 

The stability of the relation between the intermediate target 
(ALP) and the instrumental variable (bank liquidity) has 
also weakened. Instability of the money multiplier has re
sulted from the more frequent shifts in the portfolio of the 
public in reaction to changes in the yield and fiscal attributes 
of certain assets and also from the increasing capacity of 
bank operators to transform liabilities which are subject 
to the minimum reserve requirement into those which are 
excluded from that coefficient. 

Finally, there is a definition problem with ALP since it 
includes money market assets, such as Treasury bills, which 
in principle cannot be held by non-residents. However, as 
substantial capital liberalization is progressing there is the 
suspicion that non-residents have invested in such assets, 
thus leading to distortions in ALP. 

In Italy, a set of new financial products - such as Treasury 
bills, Treasury credit certificates at floating rates, certificates 
of deposit, etc. - has emerged in the recent past. These have 
shown a growing degree of competition and substitution 
with money since they are liquid yet offer high yields, muddy
ing the traditional definition of 'money'. The fact that most 
of the new financial instruments are not submitted to the 
reserve requirements contributes to magnifying the substi
tution process and affects the stability of money multipliers. 
Moreover, the traditional banking sector is no longer the 
only source of finance for the corporate sector since it can 
be financed directly in the international loan market or 
through non-bank intermediaries - for example special 
credit institutions - which are not subject to reserve require
ments. 

As a result, the efficiency of the transmission of monetary 
impulses (from bank liquidity to money stock) by the monet
ary authorities has been reduced. Moreover, the relation 
between M2 and CNSS (credit to non-state sector) on the 
one hand, and nominal income, on the other hand, has 
lost some significance. This creates new doubts about the 
reliability of the present approach to monetary policy, one 
based on the announcement of targets for monetary and 
credit aggregates, especially in a situation where the central 
bank is following a nominal exchange rate target. 

In the United Kingdom, structural shifts related to financial 
market change and in particular to the deregulation of credit 
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have affected the indicator role of the monetary aggregates 
throughout the 1980s. Moreover, changes in interest rates 
have affected the relationship among the aggregates, produc
ing shifts between interest-bearing and non-interest-bearing 
components. Over this period the authorities have therefore 
focused on a range of monetary aggregates. 

At the beginning of the 1980s the sterling M3 target was 
substantially overshot, despite the fact that other indicators 
(the exchange rate, real interest rates, house prices) pointed 
to very tight monetary conditions and that the economy 
was in recession. Broad money growth remained high, and 
velocity continued to decline, throughout the 1980s. Most 
notably, broad money growth accelerated again in 1986 and 
has been above 15% a year, often more than that, ever since. 

The main distorting factor early in the 1980s was the return 
of deposits to the banking system following the abolition of 
the supplementary special deposit scheme. However, 
throughout the period, the response has gone 'far beyond a 
simple stock adjustment but to an entirely new dynamic 
in competition between financial intermediaries' .1 Major 
factors contributing to this dynamic have been the develop
ment of an increasing array of attractive and competitive 
financial instruments and much-increased competition be
tween banks and building societies in personal sector lending 
(from the side of the banks, a reaction to squeezed margins 
on wholesale lending; from the side of the building societies, 
a reaction to a change in their statutory position allowing 
them to expand the range of their activities). The increasingly 
bank-like behaviour of building societies has led the authori
ties to install M4 (including deposits with building societies) 
as the preferred measure of broad money. But competitive 
forces in the banking industry are still being felt in the 
spread of ever-more-attractive interest payments on current 
accounts, and the significance of broad money growth is 
still open to interpretation. It is believed that an increased 
proportion of broad money balances are now savings media 
rather than transactions balances. As a result, the authorities 
have since I 986 expressed monetary targets in terms of a 
narrow money aggregate (MO), composed of currency in 
circulation and bank reserves with the central bank. This 
aggregate is believed by the authorities to have an acceptably 
stable relationship with nominal incomes. 

However, MO is essentially a coincident indicator. The ques
tion of whether or not fast growth of broad money in 1986 
and 1987 presaged the acceleration of MO in 1988 and 
ultimately of inflation in 1988/89 cannot be answered with 
any great confidence. More generally, it must be expected 
that at some undetermined time in the future a new equilib
rium will be reached in the banking industry and that the 

1 Bank of England Quarterly Bulletin . December 1986. 



attractiveness of deposits will cease to change, or at least 
will cease to change as rapidly as over the last decade. When 
this happens, broad money growth will have to slow down 
very considerably if money balances are to be willingly held. 
The policy problem will be that of judging exactly when an 
inflexion in broad money growth is required. It is also 
possible that a spread of debit card payments could affect 
the stability of narrow money demand in the future, possibly 
at the same time that demand for broad money may be 
stabilizing. Thus while in the long run narrow and broad 
money aggregates could retain and regain, respectively, sig
nificance, the next few years are likely to prove difficult ones 
for the interpretation of the aggregates. Reliance on a whole 
range of indicators, including the exchange rate, asset prices, 
the yield curve and coincident indicators of activity as well 
as monetary aggregates, will continue to be necessary. 

Money demand in Greece has been influenced by the rela
tively underdeveloped nature of its financial system. The 
ratio of financial wealth to total wealth and to incomes has 
shown a trend increase with the process of development. 
But, at least until recently, almost the only financial assets 
available to the Greek public were components of broad 
money. Thus there has been a trend fall in the velocity of 
broad money (M3). 

This could be taken account of fairly readily in monetary 
management. However, the progressive liberalization of the 
financial system in recent years and the attempt by the 
government to fund at least part of its borrowing require
ment through the issue of non-monetary domestic debt has 
increased the range of financial assets available to the public. 
These structural changes can in principle be expected to 
produce changes in broad money demand very different 
from those experienced in the UK. In the latter country, 
financial change has increased the attractiveness of deposits, 
inducing shifts from non-money assets to components of 
broad money and thereby making broad money correspond 
less and less with the concept of transactions balances. In 
Greece, where savings deposits have always bulked large in 
M3, structural change is likely to induce shifts from broad 
money into non-money financial assets. Such change is likely 
to accelerate when capital movements in Greece are com
pletely liberalized (by mid-1992 at the latest) and the range 
of non-money financial assets available to the Greek public 
will be dramatically widened. 

3. Alternative monetary policy indicators 

3.1. Exchange rates 

Monetary aggregates alone can never make it clear whether 
monetary conditions exert a restraining or accommodating 

3. Alternative monetary policy indicators 

influence on the growth of nominal income. However, the 
path of the exchange rate (or, in a fixed-exchange-rate re
gime, the path of official reserves) often provides valuable 
additional information since exchange rates react more 
quickly than nominal income to disequilibria between money 
supply and demand. Thus, for instance, an appreciating 
exchange rate will tend to indicate a shortage of money 
balances even if the monetary aggregates are accelerating; 
similarly, a depreciating exchange rate may indicate an ex
cess of money balances even if the aggregates are decelerat
ing. However, these movements shed light only on what 
monetary conditions are, not on what they should be. Thus, 
for example, a shortage of money balances and an appreciat
ing exchange rate may be caused by excessive strength of 
activity provoked by increased spending propensities. If the 
authorities are concerned to stabilize activity in the short 
run, a tightening of monetary policy could be called for in 
such circumstances. 

Care also needs to be taken in interpreting exchange-rate 
movements even in the absence of aggregate demand shocks 
because it is not always clear to what extent the forces behind 
the movement originate in the domestic economy rather 
than abroad. For instance, an exchange-rate depreciation 
provoked by monetary tightening abroad may have very 
different implications from one originating in monetary ex
pansion at home. 

3.2. Interest rates and yield curve movements 

The yield curve is a market-based indicator which has re
ceived an increasing amount of attention. It has long been 
an important tool for analysis for market participants in 
well-developed markets such as those in the USA, the United 
Kingdom and Germany. As financial liberalization proceeds 
in a number of other countries, the analysis of yield curves 
is becoming increasingly important there as well. But in 
addition it can, if used carefully, be a useful monetary 
indicator. 

A monetary-policy tightening, for instance, acting through 
increased short-term rates, will generally flatten the yield 
curve. Long-term nominal rates will rise by less than short 
rates or may even fall , if longer-term inflation expectations 
are reduced, since monetary policy is generally thought to 
have little impact on expected real long rates . As a general 
rule, the greater the impact of monetary policy on inflation 
expectations, the greater will be the change in the slope of 
the yield curve, which thus becomes an important indicator. 

However, factors other than current monetary policy can 
also affect the yield curve. For instance, budgetary policy or 
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perceptions of the future rate of return on capital can in 
certain circumstances have such an effect. Moreover, expec
tations of future changes in monetary policy - related to 
electoral expectations, perhaps, or to increasing or diminish
ing fears of future monetization of public debt - can affect 
longer-term inflation expectations. In consequence, there is 
a variety of ways in which the yield curve can steepen or 
flatten without there having been any change in the current 
stance of monetary policy. Thus while the yield curve can 
undoubtedly supply valuable additional information both on 
the stance of monetary policy and on longer-term inflation 
expectations, it nevertheless has to be interpreted with care. 

3.3. Commodity prices 

The upward movement of commodity prices can be an early 
indicator of excess demand for commodities and can in 
certain circumstances indicate that demand is growing too 
fast. Moreover, commodity prices are available in an ex
tremely timely fashion . However, the timeliness of data is 
balanced by their very great volatility, which makes it diffi
cult to establish trends. Moreover, since commodity prices 
are much more flexible than the prices of industrial goods, 
they tend to overshoot in response to shocks. Thus, for 
instance, after a monetary tightening commodity prices may 
fall sharply while there is initially little response in other 
prices. As general inflation eventually subsides, and monet
ary conditions ease endogenously, commodity prices tend to 
recover from their depressed levels, moving back up to new 
equilibrium levels consistent with lower general inflation. A 
monetary policy reaction to commodity prices - in either 
phase - would clearly be inappropriate. Finally, commodity 
prices are particularly subject to supply factors . All in all, 
then, while commodity prices do provide additional infor
mation, it might be unwise to use them as the primary 
monetary indicator. 

4. Conclusion 

The structural changes in the financial system seem to be 
creating at least the potential for significant problems for 
any monetary policy strategy that focused exclusively on the 
monetary aggregates as indicators. The primary rationale of 
such a strategy - the monetary authority's ability to identify 
and control a monetary aggregate that is related in a reason
ably stable way to economic activity and prices - is in 
question in several countries. Definitional problems are mak
ing it difficult to identify and measure a meaningful monet
ary aggregate and the indicator function of monetary aggre
gates is being additionally undermined by the instability of 

124 

the demand for money in some countries. In Germany, 
which plays a particularly important role as the anchor in 
the ERM, the problem is not yet acute. But following the 
liberalization of financial services within the framework of 
1992, increased competition, especially in retail banking, 
might possibly lead to an emergence of such problems. 

Other indicators can contain useful information, but they 
also need to be interpreted with care. In consequence, the 
analysis of the stance of monetary policy, and in particular 
its impact on inflation expectations, has to be based upon 
several indicators which should be interpreted interdepen
dently. Exclusive reliance on one indicator can, in certain 
circumstances, lead to misleading interpretation of monetary 
developments and to incorrect policy conclusions. The judg
emental element in monetary policy - already important in 
many countries - will inevitably have a continuing or even 
an increasing role to play. 

Annex 1 

The instability of money demand functions: 
some theoretical considerations 

By the early 1970s, the debate about the theory of the 
demand for money was regarded as closed, especially on the 
basis of the conclusions of Goldfeld's almost encyclopaedic 
study (Goldfeld (1973)) and ofLaidler's works (1977, 1982). 
Agreement was reached upon a formulation in which, just 
as in Keynes' General Theory, the demand for real balances 
was assumed to depend negatively on a short-term interest 
rate, representing a proxy for the opportunity cost of holding 
money, and positively on a transactions measure such as 
real GNP. The specification usually proceeds by postulating 
the desired or long-term demand for money as a function 
of the abovementioned explanatory variables, with a partial 
adjustment mechanism with which real money balances ad
just to the gap between the long-run demand for money 
and the previous period's holdings. This partial adjustment 
mechanism was justified by an appeal to portfolio adjust
ment costs. 

Prior to 1973, research was concentrated on four empirical 
issues. The first involved the definition of money: should it 
be narrowly defined to include only actual means of pay
ment, or should it be broadened to include substitutes such 
as savings deposits? 

The second and third issues had to do with the arguments 
in the money demand function. What is the appropriate 
'scale' variable? Is it some measure of transactions or is 



wealth to be preferred? What is the correct measure of the 
opportunity cost of holding money? Could this also involve 
yields on longer-term financial assets? 

The fourth empirical issue concerned whether lagged values 
of money should be included to serve as a proxy for incom
plete adjustment of money demand in the short run , or more 
generally, the dynamics of the relationship. 

The evidence that had accumulated from the large body of 
research done over the post-war period was interpreted as 
showing that a stable demand function for money did, in 
fact, exist. The result was that by the early 1970s money was 
given a significant role in the conduct of economic policy in 
many countries. 

With The case of the missing money', however, Goldfeld 
(1976) sounded the alarm concerning the stability of the 
money-demand function. Since then, the study of the money
demand function and its stability has become one of the 
most discussed topics of the macro-monetary profession. For 
the USA, Judd and Scadding (1982) came to the tentative 
conclusion that financial innovations were at the heart of 
the problem, a statement which found fairly general response 
and approval. For the other industrialized countries, finan
cial innovations and deregulation of the financial markets 
are also very frequently cited as the main cause of breaks 
and/or instabilities in the money-demand relation (see for 
example Blundell-Wignall, Rondoni and Ziegelschmidt 
(1984) for the USA, Japan, Germany, France, the UK, Italy 
and Canada). Other authors (e.g. Boughton (1981)) associate 
the misbehaving money demand observed in different 
countries with modifications in the methods of monetary 
policy. 

Observing unstable behaviour is one thing: trying to remedy 
the problem is another. The hypothesis that disturbances 
have been created by the wave of innovations and deregu
lation seems to be rather generally accepted, and a great 
deal of research aims at finding a solution along these lines. 
In this respect several authors have tried to better specify 
the theoretical money demand model by explicitly adding to 
the conventional equation some variable which is deemed to 
reflect the innovation effect. The following approaches can 
be mentioned: 

(i) Making explicit allowance for new cash-management 
techniques, which are viewed as reducing the variance 
of cash flow, thereby allowing firms to reduce their 
precautionary balances; 

(ii) taking transaction costs explicitly into account in deter
mining the demand for money. Lower costs of convert
ing other assets into money allow money-holders to keep 
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smaller money balances, meeting transactions needs by 
more frequent transfers of funds from higher yielding 
al tern a ti ves; 

(iii) the redefining of the dependent variable to be able to 
take into account the changing money character of sev
eral (old and new) types of financial assets. Several 
investigators have found a broader definition of money 
to show less instability than MI (for example Laidler 
(1980)). The relative stability of broader aggregates is, 
however, attributed to spurious correlation by other 
authors. 

As a result of the weak performance of money-demand 
equations over the last decade, several authors have in ad
dition re-examined the pre-1973 issues. In empirical versions 
of money-demand models, GNP is typically used as a proxy 
for transactions. The potential problems with this variable 
are well-known: 

(i) GNP ignores transactions in financial ass~ts and ex1stmg 
goods, 

(ii) it includes imputations that may involve no transactions, 
and 

(iii) it nets out intermediate transactions. 

Several authors have found permanent income or wealth to 
outperform measured income in producing a stable demand 
function for money. The results indicate that these modifi
cations may improve the performance of the money-demand 
equation marginally, but that the solution probably does 
not reside in this area. 

Because of collinearity of interest rates, an important empiri
cal simplification in money-demand functions has been the 
introduction of only one interest rate to represent the oppor
tunity costs of holding money. Tests of equations including 
more interest rates - up to the entire term structure of 
interest rates - however, do not always provide convincing 
evidence that this is the adequate solution in solving the 
instability problem (see Judd and Scadding, 1982). 

What seems to be a more promising line of inquiry focuses 
on the specification of short-run adjustment dynamics in the 
money market. The traditionally-used partial adjustment 
mechanism has been motivated by a vague appeal to port
folio adjustment costs (Goldfeld, 1973). Darby ( 1972) argues 
that money balances serve as a shock absorber or buffer
stock which temporarily absorbs unexpected variations in 
income until a portfolio of securities and consumer durables 
can be conveniently adjusted. It has been shown that neither 
proposition rationalizes partial adjustment in the demand 
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for money (see, for example, Goodfriend, 1985). It is still 
widely used however, because (Laidler, 1984, p. 28) ' ... a 
lagged dependent variable in the aggregate demand for 
money function is hard to justify; but everyone knows, this 
variable is, as a matter of fact, much utilized and apparently 
badly needed ( ... ) so as to achieve satisfactory econometric 
results'. 

Without a partial adjustment specification, the standard 
money-demand regression would include only current in
come and interest rate variables as regressors. In other 
words, standard theoretical models of money demand would 
predict lagged real money balances to be irrelevant to money 
demand. Yet, in general, the coefficient on lagged real money 
balances in the conventional money-demand regression is 
positive and highly significant, and accounts for much of 
the explanatory power of the regression. 

A second problem for the standard interpretation of the 
coefficient on lagged money along partial adjustment lines 
is that, to quote Goldfeld ( 1973, p. 599) 'the lags that result 
statistically for money adjustment appear too long to be 
explained on grounds of adjustment costs'. 

Finally, a third problem with the standard partial adjustment 
interpretation of the conventional money-demand regression 
concerns residual autocorrelation. The standard specifi
cation coupled with partial adjustment should not exhibit 
autocorrelation. Yet, residuals from conventional money
demand regressions generally exhibit highly significant posi
tive serial correlation. Goodfriend (1985) suggests that the 
importance of the lagged dependent variable in the standard 
money-demand equation is the result, not of any adjustment 
problem, but of measurement errors in the regression vari
ables. This also accounts for the serial correlation problem. 

Koskela and Viren (1986) compare alternative dynamic 
specifications; they find an error-correlation mechanism to 
outperform other specifications. Heri ( 1985) tests a so-called 
absorber version of the partial adjustment mechanism, where 
money supply shocks are incorporated into the adjustment 
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process. This approach, when applied to German money 
demand, however, cannot account for the 'missing money 
puzzle' after 1973. 

Judd and Scadding (1982) argue that the correct dynamic 
specification is not independent of the direction of causation 
between the quantity of money on the one hand, and the 
arguments of the money-demand function on the other. 
This raises the question of the exogeneity of the regressor 
variables. The conventional money-demand specification 
only makes sense as long as the supply of money more or 
less passively accommodates itself to changes in its demand. 
But if a central bank pursues, for example, an interest-rate 
stabilization policy, then the changes in the money supply 
will trace out the desired short-run money-demand function . 
Judd and Scadding (1982) present an overview of several 
empirical studies on whether money is exogenous with re
spect to income and interest rates. The results are, however, 
ambiguous and appear to be sensitive to the particular 
technique used to test for exogeneity. They conclude that it 
is still useful to examine alternative specifications which take 
into account the simultaneity problem. One way to do this 
(see, for example Goldfeld (1973)) is to chose an appropriate 
set of instrumental variables and to estimate the money
demand function by two-stage least squares. But perhaps 
the most obvious way is to simultaneously estimate a de
mand-for-money function and some sort of monetary policy 
reaction function in terms of the interest rate to represent the 
money supply (see, for example, Blundell-Wignall, Rondoni, 
Ziegelschmidt and Morgan, 1984). 

The general problem with all the abovementioned ap
proaches is, however, that they only tackle the short-term 
instability of money demand, while at the same time incorpo
rating an assumption of a stable long-run equilibrium re
lationship between the money stock and nominal income. 
Engle and Granger (1987) have, however, demonstrated 
that, at least for the United States of America, the various 
monetary aggregates have not been co-integrated with nomi
nal income. If this finding proved to be more general, all the 
efforts to remedy the instability of money-demand functions 
would be in vain. 
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I. Long-term trend in public finances and new thrust of fiscal policies in the Community 

Summary 

The post-war expansion of the public sector in Europe has had a considerable impact on economic developments. Starting from 
the lessons that can be drawn from these developments, the paper highlights the adjustments to be made in fiscal policy in order 
to sustain the recovery of economic growth and to allow a better coordination of policies with a view to achieving the Community 
objectives. After recalling briefly the evolution of public finances during the 30 years of the Community's history in Section I, 
the study proceeds in Section 2 with an examination of the direction and the magnitude of the required adjustments over the 
next few years. The present situation shows that, as a matter of priority, fiscal policy action has to be pursued in two main 
directions: to assure a sustainable development of public debt levels and to define , at the Community level and in the framework 
of an overall economic policy, a fiscal policy that would result in budget deficits compatible with sustained growth and a stable 
external position of member countries. While for certain countries the maintenance of the ratio of public debt to GDP at its 
present level may be considered acceptable,for others, where interest charges absorb an important share of total expenditure, a 
reduction of this ratio seems warranted to create more room for manO!uvre. The savings/investment balance is another frame of 
reference by which guidelines for the conduct of fiscal policy can be developed. If the current strong pace of investment growth 
in the Community is to be maintained or even to accelerate further, while preserving a sustainable external balance, higher 
savings will be required in the Community on average. Fiscal policy should contribute to this process by an increase in the 
savings capacity of general government. This would at the same time relieve pressure on interest rates and on the conduct of 
monetary policy. The execution at the national level of these guidelines has to be adapted to the size of the required macroeconomic 
adjustment and the specific internal and external allocation of resources (fiscal balance, external balance, level of private saving 
and investment). Section 3 deals with the contribution fiscal policy can provide to the realization of the Community objectives. 
The strengthening of the coordination of fiscal policies should aim at achieving a sustainable and employment-creating growth . 
In this way it would allow the benefits of the internal market to be fully reaped. Higher growth rates are particularly needed to 
support the catching-up process of the less prosperous countries. Finally, by achieving a better balance in public finances and by 
progressively reducing unsustainable debt levels, fiscal policy should contribute to progress towards economic and monetary 
union. 

1. Long-term trend in public finances and new 
thrust of fiscal policies in the Community 

1. 1. General trends 

Developments in public finance over the first 30 years in 
the Community's existence can be divided into three fairly 
distinct periods (see Graph I): 

(i) From 1960 until the beginning of the 1970s, the growth 
of the share of public finance in economic activity was 
relatively rapid but did not give rise to any major or 
sustained budgetary disequilibria (phase of balanced 
budget expansion). 

(ii) The following decade saw a sharp expansion in public 
expenditure and, despite a substantial increase in the 
relative share of taxes and social security contributions, 
the emergence of budget deficits which rose to very high 
levels (establishment of a vicious circle between budget 
trends and the deceleration of growth). 

(iii) From 1982 onwards, the pace of growth of public expen
diture tended to slow down and was even reversed during 
the past three years. This shift has been accompanied 

by a reduction in budget imbalances and a stabilization 
- and in certain cases an actual reduction - of the 
relative burden of taxes and social security contributions 
which, according to current forecasts, are likely to con
tinue until 1990 (a corrective first step towards a more 
satisfactory allocation of resources in the economy). 

The broad tendencies discernible for the Community as 
a whole can be observed in each member country, with 
differences in intensity and relatively limited differences in 
timing. This parallelism in performance reveals the existence 
of powerful underlying factors that are at work simul
taneously in the various economies. 

1.2. 1960-70: rapid but balanced expansion 
of public finances 

Taking the Community average (EUR 9), total general 
government expenditure as a proportion of GDP rose by 
some six percentage points (from 32 to 38 %) over the period 
1960-70. This increase is mainly due to the growth in welfare 
benefits; expenditure on public consumption and capital 
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expenditure remained broadly unchanged as a proportion 
ofGDP. 1 

General government revenue expanded at the same pace as 
expenditure so that, taking the average for the Community, 
swings in balances were fairly small, being largely contained 
within a band of 1 % (surplus or deficit) of GDP. The share 
of indirect taxes contracted a little and some two-thirds of the 
increase in revenue came from social security contributions, 
while the increase in direct taxes was more moderate on 
average. 

The trend over this period seems to have been determined 
mainly by the expansion of social protection schemes reflect-
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ing an increase in individual benefits but also an extension 
of coverage to include new sections of the population. The 
corresponding increase in expenditure could be financed 
without excessive constraint by the spontaneous buoyancy 
of revenue resulting from a high level of employment and 
strong real incomes growth. 

At that time, the balanced expansion of the public sector 
was not thought to be incompatible with the pursuit of 
sustained growth. On the contrary, the existence of a positive 
multiplier on demand of an expansion of public expenditure 
financed by higher taxes, was largely recognized. However, 
higher social security payments and the increase in direct 
taxation, notably as a result of fiscal drag, encouraged poten
tial increases in wage costs - wage-earners seeking to main
tain the level of earnings net of tax and social security 
contributions - and hence an acceleration of inflation, or 
to the extent that the latter could be curbed, a change in the 
allocation of incomes to the detriment of company profita
bility. These risks materialized during the subsequent period. 

1.3. 1970-82: sharp acceleration in the growth 
of public expenditure and emergence of 
large deficits 

From the beginning of the 1970s until about 1982, budget 
trends in combination with the economic policies pursued 
in response to the oil price shocks led to a radical change in 
the allocation of resources in the economy. 

Over that period (see Table 1) the public expenditure ratio in 
the Community increased on average by nearly 13 percentage 
points of GDP, an annual rate that was almost double the 
already high rate recorded in the preceding decade. 

The level of taxes plus social security contributions also rose 
sharply (by nearly 6,5 percentage points of GDP). The 
increase in social security contributions and the rise in direct 
taxes added considerably to the upward pressure, first emerg
ing at the end of the 1960s, on gross wage and salary incomes 
which in turn strengthened inflationary pressures. To the 
extent that inflation is gradually contained, these wage in
creases entailed a growing squeeze on company profits. In 
this way, profitability of capital was progressively eroded 
and affected in turn investment and then growth and employ
ment. Under these conditions, as the subsequent experience 
showed, the expansion of the public sector has had an 
adverse effect on economic growth in the long run. An 
accommodating monetary policy, aimed at maintaining the 
investment propensity by means of zero or negative real 
interest rates, could only accentuate the vicious circle by new 
distortions of relative factor costs and entail a worsening of 
inflation. 



I. Long-term trend in public finances and new thrust offiscal policies in the Community 

Table 1 

Main public finance trends in the period 1970-90 in the Community as a whole 1 

1970 1973 1978 

Total expenditure 35,5 37,2 43,3 

of which: Public consumption 14,3 15,2 17,3 
Current transfers 14,6 15,8 19,2 
Interest payments 1,9 1,9 2,8 
Public investment 4,0 3,6 3,0 

Receipts 35,7 36,1 39,4 

of which: Indirect taxes 13,1 12,2 11,9 
Direct taxes 9,4 9,7 11,1 
Social security 10,2 11,2 13,0 
contributions 

Net lending ( +) or 
net borrowing ( - ) 0,2 -1,1 -3,9 

Gross public debt 40,2 37,7 40,2 

I EUR IO: EC excluding Greece and Portugal up to 1978. 
l Economic forecasts, May/June 1989. 

Source: Commission services. 

The increase in revenue, fuelled by high inflation, financed 
only little more than half of the extra expenditure. The 
general government balance, which was close to equilibrium 
in 1970, had thus on average shifted to a net borrowing of 
5,5 % of GDP by 1982. 

The explosion in public expenditure and the widening of 
budget deficits occurred in two stages, linked to the two oil 
shocks: in 1974-75, when economic activity dropped sharply, 
and again, towards the end of the period, from 1979 on
wards, when the slowdown in growth became more and more 
sustained and had a growing impact on the deterioration in 
budget equilibrium. Because of the inadequate economic 
policy response to the problems of the reallocation of re
sources thrown up by the two oil price shocks, a perverse 
reciprocal link was established between the budgetary devel
opments and the slowdown of growth. The sharp increase 
in Jabour costs, encouraged by an accommodating monetary 
policy, produced a deterioration in profitability, growing 
underemployment and the development of increasingly 
strong inflationary pressures: 

(i) Higher unemployment contributed to the increase in 
public expenditure: consumption expenditure went up 
because of an increase in the number of public employees 
and current transfers rose as a direct result of the fight 
against underemployment (this category of expenditure 
expanded by two percentage points of GDP from less 

(% of GDP) 

1982 1985 1988 2 1990 2 Change Change 
1970-82 1982-88 

48,2 49,0 47,1 46,0 12,7 -1,1 

18,8 18,6 18,3 17,7 4,5 -0,5 
21,3 21,4 20,7 20,2 6,7 -0,6 

4,1 5,0 4,8 4,8 2,2 0,7 
3,0 2,9 2,7 2,7 -1,0 -0,3 

42,7 43,8 43,5 42,8 7,0 0,8 

12,7 12,9 13,2 13,0 -0,4 0,5 
11,8 12,4 12,4 12,2 2,4 0,6 
14,4 14,6 14,5 14,3 4,2 0,1 

-5,5 -5,2 -3,6 -3,2 -5,7 1,9 

47,9 56,8 59,6 59,2 7,7 11,7 

than 0,5 % in 1970), while old-age and sickness benefits 
maintained their own momentum. 

(ii) Despite fiscal drag due to the high rate of inflation, the 
increase in taxation and social security contributions 
remained insufficient. Public capital expenditure tends 
to be hit first by budgetary constraints. The emergence 
of large-scale budget deficits is reflected in a growing 
burden of interest payments; the only choice is then 
between an increasingly heavy financial burden on the 
private sector or an increasingly accommodating monet
ary policy, setting up renewed inflationary pressures 
which in turn sharpen the conflict over shares in national 
income. 

The latter aspect is illustrated by the changes in the gross 
public debt/GDP ratio which, following a decline between 
1970 and 1975, rose sharply after that period. The increase 
in this ratio tended to feed off itself through the rapid 
increase in the burden of interest payments. Inflation acts 
on the trend of the rate of indebtedness in two ways: 

(i) First, the high level of inflation contributes to a 'snow
ball effect' by pushing up the nominal component of 
interest rates; the doubling of the effective interest rate 
on the public debt recorded between 1970 and 1982 was 
probably almost entirely due to this effect as real interest 
rates fell slightly over the period, for the Community on 
average. 
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(ii) Second, inflation leads to a depreciation of the stock of 
existing debt in relation to GDP at current prices, and 
this was by far the strongest effect during the period 
under review. 

1.4. 1982-88: reorientation towards stabiliz-
ation and consolidation of public finances 

The period 1982-88 was characterized by a fundamental 
reorientation of fiscal policy. The results of this reorientation 
show, however, that in comparison with the objectives, im
portant adjustments have still to be carried out. 

1.4.1. The rationale behind the new fiscal policy stance : 
an emerging consensus on a few rules of conduct 

To break the perverse chain of causation which developed 
in the period 1970-82, a change was needed in the general 
direction of economic policies. The new course of fiscal 
policy thus fits into a broader economic policy strategy. 
The action taken in the fiscal policy field had three main 
objectives on which a certain consensus had been established 
in the Community, notably through discussions in the Econ
omic Policy Committee. 

( a) Containing the growth of the public debt 

The negative effects of the rapid increase in the public debt 
became increasingly clear : budgetary inflexibility as a result 
of the fixed and increasingly heavy debt-servicing burden, 
greater vulnerability to changes in interest rates, an upward 
pressure on interest rates and in the end a reduction in 
investment and in the rate of growth . 

Progress in the convergence of monetary policies towards 
price and exchange-rate stability did much to demonstrate 
the limits to growth in the public debt. From the broad 
indicators given in Table 2 it can be seen that monetary 
policy, which had been relatively accommodating between 
1974 and 1978 in relation to the trend of budget balances, 
subsequently switched to a much more restrictive stance in 
most member countries. In the countries with the largest 
budget deficits, this resulted in an appreciable increase in 
the financial pressure exerted by general government, which 
in particular was forced to have much greater recourse to 
funding through the issue of bonds (see Table 3) and became 
the largest borrower on the national markets for long-term 
securities. 

For these reasons, improving the fiscal balance to the level 
needed for stabilization of the public debt in relation to 
GDP, or even for its reduction in the countries where it is 
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highest, had thus to be made a priority objective of fiscal 
policy. In addition it was generally accepted that, even once 
this objective had been achieved, the need for the medium 
term would have to be to maintain positive net saving, or 
at the very minimum zero saving, by general government. 
In other words, public indebtedness should correspond to 
an increase in the capital stock and should not serve to 
finance current expenditure. 

( b) Reducing the share of public finances 

Following the accelerated expansion since 1960, it was also 
realized that there was a need in most countries to reduce, 
or at least to first stabilize, the percentage of GDP absorbed 
by public expenditure. 

Such a course meets a twofold concern. First of all, it is aimed 
at encouraging a wage trend that is capable of restoring the 
profitability of supply to a sufficient level while easing the 
upward pressures on the level of earnings exerted by taxes 
and social security contributions. Secondly, a reduction in 
the public expenditure ratio and hence in the public sector's 
claim on real resources leaves the room needed for an expan
sion of private investment without a deterioration in the 
external position. 

This policy posture means that, in those member countries 
where trimming the budget deficits is a priority objective in 
view of the trend of public indebtedness, disequilibria must 
be eliminated, preferably in most of these countries through 
a cut in the level of expenditure as a proportion of GDP. In 
those member countries which have some new-found room 
for manceuvre in terms of their budget balance, moderate 
real wage growth could be accompanied by a reduction in 
the tax burden. To the extent that profitability recovers, this 
type of action should not lead to any serious deterioration 
in the budget balance as a stronger growth rate will generate 
extra revenue. 

( c) Changing the structure of public expenditure and revenue 

In the recent past, the public authorities have been paying 
growing attention to changes in the structure of expenditure 
and revenue that serve to boost the productivity of the 
economy and growth. 

So far, the measures taken along those lines have focused 
mainly on systems of direct taxation. Their main aim has 
been to simplify the way tax liability is established (definition 
of the tax base, reducing the number of tax rates), to lower 
marginal tax rates and to widen the base (reducing the 
number of exemptions), with an effort generally made to 
ensure that these measures are broadly neutral in their im
pact on tax revenue. On the expenditure side, there has been 
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Table 2 

Budget balances and monetary aggregates, 1974-88 

B DK 

D/~M -0,6 0,0 
D/Y (%) -5,1 0,0 

M /Y 0,8 0,4 
~M/M (%) 11 ,1 10,8 

D/~M -1,7 -1,2 

D/Y (%) -10,5 -6,0 

M /Y 0,8 0,4 
~M/M (%) 7,3 12,0 

D/~M -1,2 0,0 
D/Y (%) -8,1 0,1 

M/Y 0,9 0,5 
~M/M (%) 7,5 8,3 

Note: 

D = net lending ( +) or net borrowing ( - ) of general government; 
Y = nominal GDP; 

D GR E 

-0,7 0,0 
-3,0 -0,7 

0,5 0,9 
8,8 16,2 

-1,0 -0,3 
-3,0 -4,0 

0,5 0,9 
5,6 14,4 

-0,5 -0,8 -0,5 
-1,6 -12,1 -4,9 

0,5 0,8 0,9 
5,6 19,3 11,0 

( annual averages) 

F IRL NL p UK 

1974-78 

-0,1 -0,9 -0,5 - 0,7 -1,2 
-1,1 -9,2 -7,9 - 2,1 -4,1 

0,7 0,6 0,9 0,3 0,4 
12,5 17,0 17,5 9,3 9,5 

1979-83 

-0,3 -1,9 -1,1 -2,5 - 0,8 
-1,9 -12,6 -10,3 -5,4 -3,0 

0,7 0,6 0,8 0,3 0,3 
10,3 11,9 12,6 6,6 11,1 

1984-88 

-0,3 -3,0 -1,9 -1,8 -0,5 -0,3 
-1,4 -8,6 -11,4 -5,6 -8,2 -1 ,8 

0,7 0,5 0,7 0,4 0,9 0,4 
6,9 5,9 8,8 7,7 17,3 15,1 

M = broad money supply : B: M2N, DK : M2, D : M3, GR : M3, E : ALP, F : M3, IRL : M3, l:M2N, NL : M2N, P: L , UK: M3; 
11M = change in broad money supply. 

Methodological note : 
The ratio of the budget balance to the variation in broad money supply (D/AM) over a given period may be considered as a summary indicator of financial pressures exerted by general government. 
A coefficient lower than - I tends to indicate high financial pressures. It implies in fact that, even under the assumption that the expansion of the money stock is entirely allocated to cover the 
budget deficit, general government has to compete with the private sector on capital markets in order to finance its budget deficit. A coefficient between - I and 0. on the contrary, indicates either 
a low level of budget deficit or monetary accommodation of the fiscal deficit . 

The ratio D/6M can be broken down into three components as follows : 

D D/Y 

11M/M 

y 
X -

M 

For a given level of velocity of money (or inversely liquidity ratio), the coefficient of financial pressure evolves positively with the level of budget deficit (as % of GDP) and adversely with money 
supply growth. It should be noted that coefficients are not comparable across countries given difTerences in the definition of the chosen monetary aggregate and structural difTerences in the liquidity 
ratio. 

Source: Commission services. 

a drive for greater selectivity through a reduction in subsidies 
to non-profitable activities and a shift to expenditure on 
manpower training and economic conversion. 

Given the natural inertia of public finances, these policies 
necessarily form part of a medium-term approach. It seems 
to be increasingly widely accepted that public finance man-

agement must be geared to such a time-scale instead of 
focusing on the fine tuning of the economy. This has two 
types of consequence: firstly, for the budgetary programmes 
launched to be credible, the public authorities must formu
late the objectives pursued in a precise and demanding man
ner; secondly, great caution is required in the implementation 
of counter-cyclical budgetary measures that go beyond the 
simple operation of the built-in stabilizers. 
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Table 3 

Budget balances and capital markets, 1974-87 
( annual a'tlerages in % ) 

B DK D G R E F NL p UK 

Government securities issues/GDP 

1974-78 5,6 3,4 1,1 0,1 0,5 3,6 0,7 5,4 4,3 

1979-83 4,9 10,1 0,7 0,02 0,7 1,0 3,4 2,7 7,2 3,6 

1984-87 11 ,2 1,8 2,3 0,6 1,9 2,0 8,7 3,3 6,5 2,1 

Government securities issues/total issues on domestic market 

1974-78 51 ,9 21 ,9 26,4 2,3 18,6 42,6 35,7 79,5 88,6 

1979-83 42,9 55,3 16,1 -2,5 20,7 27,3 48,9 74,9 80,8 81 ,2 

1984-87 62,31 13,4 46,8 43,3 35,6 28,6 74,6 76,0 68,81 49,5 

Total issues on domestic market/GDP 

1974-78 10,8 15,5 4,3 

1979-83 11 ,5 18,3 4,4 0,6 

1984-87 17,9 1 13,4 5,0 1,4 

I 1984-86. 
l 1981-83. 
Source: OECD financial statistics. calcula tions of Commission services. 

1.4.2. Trends across the Community and results still 
uneven among member countries 

Throughout the Community, the six most recent years saw 
a slowdown and then a reversal of the growth of public 
expenditure as a proportion of GDP which had been in 
progress with virtually no interruption since 1960, and 
showed the reorientation of fiscal policy mentioned above. 

On the side of government receipts the reorientation was less 
clear-cut : indeed receipts continued to rise as a proportion of 
GDP until 1985 and then fell slightly. Overall, this led to a 
clear improvement in budget balances. According to fore
casts now available, the reduction in budgetary imbalances 
is likely to continue until 1990, linked to a fall in the role of 
the public sector in economic activity. This recent tendency 
towards a relative decline is apparent in all main categories 
of expenditure. Owing to the improvement in net positions 
and the fall in nominal interest rates (see Table 4), even the 
burden of interest payments diminished very slightly as a 
proportion of GDP between 1985 and 1988. 

The ratio of public debt to GDP, on the other hand, still 
increased sharply until 1985, but subsequently the movement 
tended to slow down appreciably. 
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4,1 2,6 8,5 2,0 6,8 4,9 

3,6 3,8 6,9 3,6 8,9 4,4 

5,3 6,9 11 ,6 4,3 9,5 4,3 

The results achieved in implementing these policies are stil 
uneven, depending on the member country. 

( a) Controlling the development of public debt 

Two groups of member country can be distinguished here 
which have experienced diverging trends over the recent past 
(see Graph 3 and Table 5). 

In those member countries where the ratio of public debt to 
GDP is lower than the Community average, this ratio rose 
only relatively moderately between 1985 and 1988 (Ger
many, Spain, France) or fell (United Kingdom, Luxem
bourg). In Denmark, the public debt ratio was first soaring 
but then contracted sharply and was broadly down to the 
Community average by 1988. 

By contrast, in those member countries where the public 
debt ratio is relatively high, it maintained its sharp increase 
over the recent past. In Belgium, Ireland, the Netherlands 
and, to a lesser extent, Portugal, the primary deficit ceased 
to be an aggravating factor in this trend, the increase in the 
debt resulting primarily from a self-feeding process caused 
by interest payments (see Table 6). Greece and Italy, how-
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Table 4 

Nominal and real long-term interest rates and effective interest rates on public debt, 1970-88 
(% ) 

B DK D GR E F IRL NL p UK EC 1 

Nominal long-term interest rates2 

1970 7,8 11,1 8,3 8,6 9,0 7,8 9,3 8,7 

1982 13,4 20,5 8,9 15,4 16,0 15,6 17,0 20,9 10,5 12,7 14,3 

1985 10,6 11,6 6,9 15,8 13,4 10,9 12,7 14,3 7,3 25,4 10,6 10,9 

1988 7,9 10,6 6,1 16,9 11,8 9,0 9,4 12,1 6,3 14,1 9,3 9,3 

Real long-term interest rates3 

1970 3,8 4,4 4,7 2,5 3,9 4,0 2,7 3,5 

1982 4,4 9,4 3,5 -4,6 1,4 3,5 -0,3 3,8 4,5 3,7 3,1 

1985 5,5 6,6 4,6 -2,8 4,2 4,8 6,9 4,6 5,0 4,8 4,2 4,5 

1988 6,7 5,8 4,8 3,0 6,7 6,1 7,0 6,7 5,4 4,1 4,2 5,5 

Effective interest rate on public debt4 

1970 5,0 10,6 5,4 4,2 3,9 

1982 10,4 10,9 7,4 8,3 4,1 

1985 9,7 13,5 7,3 10,8 7,6 

1988 8,3 12,9 6,6 14,0 7,3 

1 EC excluding Greece and Portugal in 1970. 
' Nominal yield on public sector bonds (yearly average). 
J Nominal yield on public sector bonds (yearly average) adjusted by changes in consumer prices. 
4 Actual interest payments as percentage of gross debt t + (t - I). 

Sourct : Commission services. 

ever, still experienced the combination of a persistent pri
mary deficit and an increase in the burden of interest pay
ments. This pattern is especially worrying because the impact 
of inflation on the depreciation of the debt is diminishing 
and is only partially offset by a recovery in real growth. 

( b) The contribution of general government to the growth of 
the capital stock 

In 1988, general government gross saving remained slightly 
negative for the Community as a whole. Overall, the rule 
that public deficits should not exceed the contribution of the 
budgets to the growth of the capital stock is therefore not 
yet being entirely complied with, after several years where 
even current expenditure had to be financed by borrowing. 
Among member countries three types of situation can be 
distinguished (see Tables 5 and 7): 

(i) In three member countries (Denmark, United Kingdom 
and Luxembourg), the public authorities had a lending 
capacity in 1988, i.e. they were able to engage in net 
lending to the rest of the economy or to run down their 
debt. In Denmark and especially the United Kingdom, 
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3,9 6,3 3,6 5,6 5,3 4,9 

8,3 11,5 12,0 10,0 12,4 9,5 9,5 

9,1 10,3 10,5 9,4 13,3 8,8 9,3 

8,0 8,4 9,1 8,0 11,3 8,0 8,3 

however, this result combines with a relatively low level 
of public capital expenditure compared with the other 
Member States and with previous periods. 

(ii) In a second group of countries (Germany, Spain and 
France), general government capital expenditure (new 
or replacement investment, capital transfers) must still 
be met by borrowing to the tune of 50 to 60 %. In these 
countries, the level of capital expenditure is equal to or 
higher (in the case of Spain) than the Community aver
age and shows no significant fall compared with previous 
periods. 

(iii) In a third group of countries (Belgium, Greece, Ireland, 
Italy, the Netherlands and Portugal), the level of public 
revenue is insufficient to cover all current spending. The 
size of general government dissaving is particularly high 
in Italy (5,9 % of GDP in 1988), Belgium (4,4 %) and 
especially Greece (9,6 %). In Greece, only public con
sumption expenditure and current transfers are financed 
from public revenue, whereas the entire amount of inter
est payments on the public debt must, like capital expen
diture, be met by new borrowing. 
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Table 5 

Gross saving, primary balance, net lending/borrowing of general government1 and gross public debt, 1970-88 
( % o/GDP) 

B DK D GR E F IRL L NL p UK EC2 

Gross saving 

1970 2,4 10,0 6,3 4,4 4,1 5,1 1,8 0,5 7,1 4,4 7,9 5,0 
1982 -6,9 -5,4 1,1 -4,7 -0,5 0,9 -7,6 -7,0 7,5 -1,7 -5,2 -0,4 -1,6 
1985 -5,7 0,9 2,7 -9,1 -1,4 0,5 -6,8 -6,9 11,5 0,2 -6,3 -0,5 -1,2 
19885 -4,4 3,0 1,5 -9,6 1,8 1,8 -1,0 -5,9 9,1 -0,5 -2,7 1,8 -0,2 

Primary balance3 

1970 1,2 5,4 1,2 1,3 2,1 -0,3 -1,5 3,8 1,7 6,9 2,1 
1982 -1,8 -3,1 -0,5 -5,2 -4,6 -0,7 -4,7 -4,2 0,6 -1,9 -4,9 2,6 -1,4 
1985 2,0 7,8 1,9 -8,5 -3,9 0,1 -0,8 -4,5 5,6 1,5 -2,2 2,2 -0,2 
19885 3,7 8,4 0,9 -5,5 0,1 1,2 6,3 -2,3 3,7 1,0 1,1 4,8 1,2 

Net lending ( + ) or borrowing ( - ) 

1970 -2,2 4,1 0,2 0,7 0,9 -4,3 -3,1 2,7 -1,2 3,0 0,2 
1982 -10,9 -9,1 -3,3 -7,7 -5,6 -2,8 -13,7 -11,3 -0,5 -7,1 -10,4 -2,5 -5,5 
1985 -8,6 -2,0 -1,1 -13,8 -7,0 -2,8 -11,1 -12,5 4,5 -4,8 -10,1 -2,7 -5,2 
19885 -6,5 0,4 -2,0 -14,3 -3,2 -1,6 -3,4 -10,6 2,6 -5,0 -6,6 0,8 -3,6 

Gross public debt4 

1970 67,5 14,8 18,4 21,3 15,5 28,0 62,1 41,6 28,1 52,2 79,8 40,2 
1982 95,3 64,5 39,3 36,1 27,9 27,9 87,2 66,4 14,5 55,6 50,0 58,2 47,9 
1985 115,4 74,5 42,5 57,9 46,5 33,4 105,0 84,0 14,0 69,6 69,5 57,6 56,8 
19885 127,5 62,8 44,6 71,4 47,5 36,4 118,0 96,1 10,4 78,5 74,4 49,2 59,6 

I ESA definition of general government, which includes social security funds . 
EC excluding Greece and Portugal in the case of 1970. 
Net lending/borrowing excluding actual interest payments. 

• General government, except: for Belgium and the Netherlands, excluding social security funds; for Greece and Ireland. central government only . 
l Economic forecasts, May/June 1989. 

Source: Commission services. 

( c) Stabilization of the share of public finance and reduction 
of budget deficits 

Graph 4 shows to what extent Member States have suc
ceeded in recent years in reducing budget imbalances and 
stabilizing or even reducing the role of public finance in 
economic activity. 

It can be seen that progress was made in these two areas in 
virtually all member countries; performance in reducing the 
deficits has generally been significantly better than perform
ance in reducing public spending. 

In other words, only a few Member States (Belgium, Ger
many, Luxembourg and the United Kingdom) managed at 
that stage to combine a reduction of deficits with a cut in 

. public revenue as a proportion of GDP. In Denmark and 
Ireland, much of the improvement in the budget balance is 
due to a further rise in revenue. In Spain and Italy and, to 
a lesser extent France, revenue as a proportion of GDP had 
to be increased to reduce the deficit and to meet extra 
expenditure. 

As can be seen from Table 8, this improvement in budget 
balances was helped, under the overall economic policy 
pursued, by a recovery in economic growth. Only Ireland 
and Greece did not benefit from this positive impact. Greece 
is the only Community country where the deficit worsened 
and where public expenditure and revenue expanded rapidly 
as a proportion of GDP. In Italy, too, very little progress 
was made given a budget position that was initially marked 
by a heavy deficit. 
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Table 6 

Impact of budget deficits, interest payments, real growth and inflation on the development of gross public debt, 1 1974-88 
(% of GDP) 

B DK D GR E F IRL L NL p UK EC2 

1974-78 

a. Change in gross public debt3 3,6 14,8 11,4 9,9 1,4 0,5 14,9 7,6 -5,0 -2,5 -9,l 2,5 
b. Accumulated primary balance 5,0 -8,6 7,6 0,0 -1,0 21,7 20,0 -20,4 -4,9 0,0 5,0 
c. Accum. interest payments 19,3 7,9 7,5 7,4 2,5 6,0 24,8 19,4 4,3 15,2 20,7 12,4 
d. Real growth effect -7,2 -0,7 -2,6 -4,2 -1,7 -3,7 -15,2 -6,0 -1,1 -5,4 -3,6 -4,0 
e. Inflation effect -24,3 -4,6 -5,3 -14,3 -10,3 -11,1 -40,2 -41,7 -5,8 -15,5 -43,6 -21,1 
f. Stock-flow adjustment4 10,8 20,8 4,2 10,9 10,3 23,8 15,9 18,0 8,1 17,4 10,2 

1979-83 

a. Change in gross public debt3 38,l 50,7 10,9 11,8 20,3 6,3 27,7 10,2 -0,6 21,0 0,7 11,0 
b. Accumulated primary balance 13,5 1,4 3,2 14,2 -0,7 24,4 18,9 -5,2 4,4 -8,8 4,6 
c. Accum. interest payments 37,3 26,8 11,7 14,0 4,4 9,4 38,4 31,2 4,7 22,2 23,8 18,4 
d. Real growth effect -4,8 -3,5 -2,0 -1,7 -0,9 -2,2 -8,3 -6,8 -1,2 -1,0 -2,2 -2,7 
e. Inflation effect -20,1 -17,0 -6,6 -24,1 -11,7 -12,I -48,7 -45,2 -5,0 -10,1 -28,3 -20,5 
f. Stock-flow adjustment4 12,2 43,0 4,6 14,3 11,9 21,9 12,1 6,1 5,5 16,2 11,2 

1984-88 

a. Change in gross3 public debt 22,6 -11,5 3,7 30,2 13,0 6,9 20,7 24,1 -4,4 16,6 18,4 -8,7 8,4 
b. Accumulated primary balance -12,2 -44,1 -6,6 28,1 9,7 -1,5 -5,0 16,6 -21,1 -2,5 3,6 -12,9 -1,1 
c. Accum. interest payments 52,2 44,6 14,7 31,6 15,8 14,0 49,2 40,9 5,5 30,6 39,8 22,6 24,3 
d. Real growth effect -12,5 -7,8 -5,2 -5,2 -7,8 -3,4 -13,9 -13,0 -3,1 -7,9 -9,7 -8,3 -7,6 
e. Inflation effect -19,0 -17,0 -4,5 -38,8 -16,4 -7,4 -21,8 -29,4 -1,5 -3,3 -48,2 -13,8 -14,1 
f. Stock-flow adjustment4 14,1 12,8 5,3 14,5 11,7 5,2 12,2 9,0 15,8 -0,3 32,9 3,7 6,9 
1 General government, except: for Belgium and the Netherlands, excluding social security funds; 

2 
for Greece and Ireland, central government only. 

1974-78 and 1979-83: EC excluding Greece and Portugal. 
J a=b+c+d+e+f . 
• Allows for the difference between the national accounts basis for budget deficits and the Exchequer basis for public debt: f is calculated as residual. 
Source: Commission services. 

( d) The structure of total taxation ( including social security 
contributions) 

The measures taken to modify the budget structure did not 
produce any significant changes in the composition by main 
categories of expenditure and revenue. 

Taking the average for the Community, current and capital 
transfers to enterprises tended to decline from 1985 onwards 
(see Table 7). On the revenue side, the primary tendency (see 
Table 9) was towards a stabilization of direct taxes and 
social security contributions as a proportion of GDP at the 
expense of a slight increase in indirect taxes. These recent 
trends represent the first reversal in the tendencies observed 
since the 1960s. But they are still no more than marginal, 
and the structure of total taxation continues to vary sharply 
between Member States, as can be seen from Graph 5. 
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The share of social security contributions in total taxation 
reflects major differences in the way the social security sys
tems are funded, quite apart from the level of development 
of these systems. Three groups of countries can be dis
tinguished. In the United Kingdom, Ireland, and especially 
Denmark, the share of funding through social security con
tributions is relatively low (ranging from 4 to 20 % of total 
taxation); at the other extreme, it is substantial in Germany, 
the Netherlands and France (ranging from 42 to 47 % of 
total taxation); in the other Member States, the share is close 
to the Community average (28 to 37 %). 

The split of tax revenue proper between direct and indirect 
taxes also varies considerably. In Belgium, Luxembourg, 
Denmark and, to a lesser extent, in Italy, direct taxes provide 
the largest share. The pattern is reversed in Greece, Portugal 
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2. The direction and scale of the desired budget adjustments 

and, to a lesser extent, France and the United Kingdom. 
The respective receipts from direct taxes and indirect taxes 
are broadly equivalent in Germany, Spain, Ireland and the 
Netherlands. 

2. The direction and scale of the desired 
budget adjustments 

The current situation produced by the trends described in 
the first part makes it necessary for budgetary action to have 
two primary aims: ensuring a sustainable trend of public 
debt and devising, at Community level and as part of an 
overall economic policy, a public finance policy that leads to 
a pattern of budget balances that is consistent with sustained 
growth and a stable external position in the Member States. 

2.1. Sustainable trend of public debt 

In view of the special situations in each member country 
and the variety of factors at work, any assessment of whether 
public indebtedness is sustainable or not can only be made 
in an indicative and largely arbitrary way by reference to 
predetermined thresholds. Such an assessment must be made 
in dynamic rather than static terms and be based principally, 
as is done by markets, on the budgetary authorities' likely 
capacity to keep the medium-term trend of the public debt 
under control and ensure that the debt is serviced. 

A simple criterion here is the size of the required budget 
balance (before payment of interest) to ensure, against the 
background of a specified growth and interest-rate perform
ance, the long-term stability of the current ratio of public 
debt to GDP. Comparison of the required balance with 
the actual balance provides an indication of the room for 
manreuvre available to the budgetary authorities in order to 
change the trend of the public debt 1 where necessary. 

Table 10 shows the level of the required primary balances 
in comparison with the balances actually achieved in 1988 
and those projected, assuming an unchanged fiscal policy, 
for 1993; it also gives the assumptions made for interest 

1 The primary balance (before interest payments) required to stabilize the 
future rate of indebtedness at its present level can be simply calculated 
on the basis of the relationship 

S = (i-g) X d 
where s is the required primary balance, d the desired debt-GDP ratio 
(in this case, the current rate of indebtedness) , and g and i respectively 
the nominal growth rate of GDP and the nominal interest rates used by 
way of assumption as exogenous data for the period ahead. For this 
methodology, see also European Economy No 22, November 1984. 
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Table 7 

Share of selected categories of general government expenditure, 1 1970-88 
/% of GDP) 

B DK D GR E F IRL L NL p UK ECl 

Total expenditure 

1970 38,6 42,1 38,7 21,7 38,9 37,5 29,7 33,1 42,3 36,7 35,5 
1982 57,6 61,2 49,4 39,7 37,5 50,3 54,0 47,4 55,8 61,3 43,8 44,7 48,2 
1985 55,8 59,3 47,5 48,1 42,1 52,1 53,0 50,8 51,8 59,6 43,5 44,3 49,0 
19883 52,4 59,9 46,5 50,0 40,5 50,7 48,1 50,8 52,2 59,3 42,1 38,7 47,1 

Current transfers: total 

1970 17,0 14,9 15,9 8,5 9,3 20,l 13,5 12,7 17,0 18,4 10,4 14,6 
1982 25,9 23,2 21,9 15,7 18,1 25,2 19,4 20,0 30,3 33,1 18,2 15,9 21,3 
1985 24,8 21,3 20,7 17,6 19,3 26,5 20,0 20,8 28,2 32,2 16,2 16,2 21,4 
19883 23,9 23,4 20,8 15,8 17,8 25,6 18,9 20,7 28,3 33,2 15,4 13,8 20,7 

Current transfers to households 
1970 14, 1 11 ,4 13,0 7,6 7,4 16,9 8,7 10,7 15,1 16,8 8,4 12,1 
1982 22,3 18,2 18,2 12,7 14,0 21,2 15,4 16,4 25,5 28,9 13,2 17,7 
1985 21,8 16,4 16,7 14,5 14,9 22,1 16,4 17,3 23,6 27,3 13,2 17,7 
19883 20,9 17,8 16,5 13,9 14,3 21,9 16,3 17,5 24,3 26,8 11,8 17,2 

Current transfers to enterprises 

1970 2,4 2,9 2,0 0,8 0,9 2,0 4,7 1,3 1,3 1,3 1,7 1,7 
1982 2,6 3,2 2,1 2,9 2,5 2,3 3,7 3,1 4,6 2,5 5,6 2,1 2,5 
1985 2,5 3,0 2,3 3,0 2,6 2,5 3,3 2,8 4,3 3,0 4,3 2,0 2,5 
19883 2,0 3,3 2,5 1,9 1,8 2,0 2,4 2,5 3,8 3,8 2,0 1,3 2,2 

Actual interest payments 

1970 3,4 1,3 1,0 0,9 0,6 1,1 3,9 1,5 1,1 2,9 3,9 1,9 
1982 9,1 6,0 2,8 2,6 1,0 2,0 9,0 7,1 1,0 5,2 5,5 5,0 4,1 
1985 10,6 9,9 3,0 5,4 3,2 2,9 10,4 8,0 1,1 6,3 7,9 4,9 5,0 
19883 10,2 8,0 2,8 8,8 3,3 2,8 9,7 8,2 1,2 6,0 7,7 4,0 4,8 

Government consumption 

1970 13,7 20,0 15,8 12,6 8,4 13,4 14,0 12,0 10,5 15,4 17,5 14,3 
1982 18,6 28,2 20,4 18,3 13,4 19,3 19,6 16,0 16,4 17,7 14,9 21,7 18,8 
1985 17,6 25,3 20,0 20,4 14,0 19,4 18,3 16,4 15,6 16,2 15,5 20,9 18,6 
19883 16,1 25,9 19,4 20,6 14,3 18,8 17,0 17,2 16,2 15,5 15,0 20,0 18,3 

Net capital transfers 

1970 0,3 1,0 1,5 0,9 0,3 1,8 0,8 0,8 1,0 0,2 0,8 
1982 0,6 0,9 1,6 0,2 2,0 0,3 1,0 0,5 1,3 2,5 1,8 0,5 0,9 
1985 0,6 0,7 1,5 0,4 1,9 0,1 0,4 1,9 1,7 2,3 1,3 0,3 1,1 
19883 0,4 0,4 1,1 1,3 1,3 0,1 0,2 1,3 1,0 2,2 1,1 -0,3 0,7 

Gross fixed capital formation 

1970 4,2 5,0 4,6 2,5 3,9 4,3 2,7 3,6 4,7 4,7 4,0 
1982 3,4 2,8 2,8 2,9 3,1 3,4 5,1 3,7 6,7 2,9 3,4 1,6 3,0 
1985 2,2 2,2 2,3 4,4 3,7 3,2 4,0 3,7 5,2 2,6 2,5 2,0 2,9 
19883 1,8 2,2 2,4 3,4 3,8 3,3 2,2 3,5 5,6 2,3 2,9 1,2 2,7 

I ESA definition or general government. which includes socia l security funds. 
2 EC excluding Greece and Portugal in the case of 1970. 
' Economic forecas ts. May/June 1989. 
Sourc(' .' Commission services. 
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GRAPH 4: Changes in budget balances ud total paeral govenunent expenditure, 1982-88 (as % of GDP') 

Improvement in 
budpit balance 

7 

6 

5 

4 

.E 3 

2 

.1 

lncreuein 
total expenditure 

- 3 
-4 

- 5 

.DK .JRL 

•L 

P. .B 

3 4 S 6 

Reduction in 
total expenditure 

.GR -7 

Deterioration of 
budpit balance 

1 The cliqonal illdicata a cons1an1 share of aovemment receipts in GDP. Positions abowo this line conapond to an increase in gowrnmmt receipts u a pen,enta,e of GDP (and 
infflldy). 

Sollrtt : Commission ,emccs. 

rates (long-term interest rates maintained at their 1988 level) 
and the growth rates (medium-term projections for 1988-
93). The calculation is based on gross public debt, the view 
being taken that public sector claims on the rest of the 
economy can to a large extent be equated with capital 
transfers (low likelihood of reimbursement, return generally 
lower than market rates) . To maintain consistency, the pri
mary balance to be used must be that of the general govern
ment net borrowing requirement which, unlike net lending/ 
net borrowing for national accounts purposes, includes 
loans, advances and equities for the benefit of the rest of the 
economy. In the absence of harmonized data, an estimate 
of these balances (including stock/flow adjustments) has 
been made for 1988 and a projection produced for 1993. 

On the basis of these criteria, the member countries can be 
divided into three groups: 

(i) In Denmark, Ireland and the United Kingdom the pri
mary balance to be financed in 1988 is higher than the 
balance required to stabilize the level of debt. It is 

very close to this thre.:;hold in Germany and France. 
According to the projections, this situation is likely to 
continue until 1993. In this group of countries, the trend 
of the public debt can be considered to be under control, 
although the ratio of public debt to GDP is undoubtedly 
still at a too high level in the case of Ireland. 

(ii) In Belgium, Spain and Portugal, the condition of stab
ility of the public debt/GDP ratio is not yet completely 
met. But the stance of fiscal policy is such that the 
objective might be achieved by 1993. Improving the 
budget balances is a priority task in Belgium, as in 
Ireland, where the high level of the public debt places a 
substantial interest burden on the budget (some 10 % 
of GDP) and deprives economic policy of all room for 
manreuvre on the budgetary front. 

(iii) In the other member countries (Greece, Italy and the 
Netherlands) neither the level of the present balance nor 
that of the balance projected for 1993 holds out hope 
of a stabilization of the public debt/GDP ratio. In these 
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Table 8 

Components of change I in budget deficits in the Community, 1974-88 
(% of GDP) 

B DK D GR E F IRL L NL p UK EC 2 

1974-78 

Actual change in budget deficits -2,7 -5,6 -3,6 -2,9 -3,0 -5,1 -2,4 2,0 -3,5 -1,7 -2,8 
Effect of change in economic 
activity -0,3 -1,l -0,9 0,1 0,2 2,6 -1,5 -4,4 1,9 -1,0 -0,6 
Residual change -2,4 -4,5 -2,7 -3,0 -3,2 -7,7 -0,9 6,4 -5,4 -0,7 -2,2 

1979-83 

Actual change in budget deficits -5,3 -6,9 -0,1 -3,1 -1,1 -1,9 -2,2 -2,7 -3,6 1,0 -1,3 
Effect of change in economic 
activity -1,4 -1,4 -1,7 -2,1 -0,4 -2,3 -0,3 -3,0 -3,7 -2,6 -1,5 
Residual change -3,9 -5,5 1,6 -1,0 -0,7 0,4 -1,9 0,3 0,1 3,6 0,2 

1984-88 

Actual change in budget deficits 4,7 7,6 0,5 -6,0 1,6 1,5 8,2 0,0 0,0 1,4 2,4 4,2 1,7 
Effect of change in economic 
activity 2,0 0,9 2,4 -1,1 4,9 0,3 -1,7 2,5 7,2 3,2 0,2 4,5 2,5 
Residual change 2,7 6,7 -1,9 -4,9 -3,3 1,2 9,9 -2,5 -7,2 - 1,8 2,2 -0,3 -0,8 

I A plus sign indicates a reduction in the general government borrowing requirement or an increase in net lending, a minus sign indicates an increase in the borrowing requirement or a decrease 

2 
in net lending. 
1974-78 and 1979-83: EC excluding Greece and Portugal. 

Source: Commission services. 

countries, this ratio, while not reaching the extremely 
high level recorded in Belgium and Ireland, is still a 
good deal higher than the Community average. Given 
the danger of a loss of control over the trend of the debt 
and of an increasingly tight constraint on the economy, 
there is a need to bring the deficit down rapidly to a 
more sustainable level. 

2.2. Budget balances consistent with satisfac
tory equilibrium of saving and investment 
and with stable external positions 

The effects of the perverse process that has developed, as a 
result of the economic cause and effect sequence described 
above, between budget trends and the slowdown of the trend 
of growth after the first oil price shock can be gauged from 
the fundamental changes that have occurred in the saving/ 
investment equilibrium. The present position as regards 
budget balances and current external balances and the point 
of equilibrium for private sector saving/investment indicate 
the various economic policy means to be employed to restore 
the conditions for sustained growth. 
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2.2.1. Fundamental changes that have occurred in the con-
ditions for achieving saving/investment equilibrium 

Table 11 shows the scale of the changes that have occurred 
since 1970 in the saving/investment equilibrium in the Com
munity. 

While it was generally possible to maintain a balanced exter
nal position for the Community on the average, the equilib
rium between saving and investment changed substantially 
during the period. Between 1970 and 1983, the economic 
policies pursued have attempted to maintain or restore a 
reasonable external position in response to the external 
shocks. In this way the drop in public saving was reflected 
in a simultaneous fall of about six percentage points of 
GDP in investment (public and private) and national saving 
(exclusively because of the decline in general government 
saving). From 1983, by contrast, the situation was reversed 
and a recovery in public saving was accompanied by a 
modest upturn in investment. 

The same type of trend was observed, though with different 
degrees of intensity, in most member countries taken indi
vidually; this shows that in the context of the economic 
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Table 9 

Share of selected categories of general government receipts, 1 1970-88 
(% of GDP) 

B DK D GR E F IRL L NL p UK EC2 

Total current receipts 

1970 36,5 46,2 38,9 26,5 22,5 39,8 33,2 26,7 35,8 41,1 39,7 35,7 
1982 46,7 52,0 46,1 32,0 31,9 47,6 40,3 36,1 55,4 54,2 33,4 42,3 42,7 
1985 47,2 57,3 46,4 34,3 35,1 49,3 41,9 38,2 56,3 54,9 33,4 41,5 43,8 
19883 45,8 60,4 44,5 35,7 37,3 49,0 44,7 40,2 54,7 54,3 35,5 39,5 43,5 

Indirect taxes 

1970 12,9 18,4 13,2 14,5 7,8 15,2 18,8 9,7 9,1 10,8 16,1 13,1 
1982 12,0 17,7 12,6 14,2 7,8 14,6 16,9 8,6 14,2 11,4 14,2 16,7 12,7 
1985 11,5 18,4 12,6 15,3 9,6 14,9 17,1 8,9 15,8 11,9 14,1 16,0 12,9 
19883 11,5 19,4 12,2 16,5 10,2 14,7 17,9 10,1 16,0 13,0 16,0 16,4 13,2 

Direct taxes 

1970 11,0 22,6 10,8 3,5 3,4 7,2 8,5 4,7 12,1 13,0 14,3 9,4 
1982 19,3 25,4 12,1 5,9 6,8 8,8 13,2 11,8 18,2 14,7 7,7 14,5 11,8 
1985 19,0 28,6 12,5 5,6 8,5 9,2 14,5 13,0 20,0 12,6 8,3 14,6 12,4 
19883 17,9 31,2 12,1 6,2 10,3 9,3 17,1 13,4 18,4 14,5 6,5 13,3 12,4 

Social security contributions 

1970 10,3 2,5 12,6 6,6 6,4 14,6 2,5 10,4 9,9 13,8 5,1 10,2 
1982 12,7 2,4 , 17,8 10,2 13,3 20,2 5,5 13,7 15,2 19,7 9,6 6,5 14,4 
1985 14,4 2,9 17,5 11,3 13,1 21,1 5,7 13,6 14,1 20,6 9,1 6,8 14,6 
19883 14,5 1,9 17,4 11,2 12,8 20,8 5,6 13,9 14,6 20,5 10,7 6,9 14,5 

Other current receipts 

1970 2,2 2,6 2,4 1,9 4,7 2,9 
1982 2,7 6,6 3,6 1,7 4,0 4,0 
1985 2,2 7,5 3,8 2,0 3,8 4,1 
19883 1,8 7,8 2,9 1,7 3,9 4,2 

I ESA definition of general government, which includes social security funds. 
' EC excluding Greece and Portugal in the case of 1970. 
3 Economic forecasts, May/June 1989. 

Source : Commission services. 

policies pursued in those countries the same perverse process 
tended to develop. In particular, the data presented in Table 
12 reveal three dominant features of the changes that have 
occurred: (a) a close parallel between changes in the budget 
deficit and changes in private investment, (b) the absence of 
a clear relationship between the trend of private saving and 
the trend of budget balances, and (c) the fact that the burden 
of the external constraint showed up in relatively limited 
swings in current balances in response to fluctuations in 
budget deficits. These shifts have to be analysed in detail by 
country in a general economic framework. On the basis of 

3,4 1,9 4,6 3,5 4,1 3,0 
4,7 2,0 7,8 8,5 2,0 4,5 3,8 
4,7 2,8 6,4 9,8 1,8 4,1 4,0 
4,0 2,8 5,8 6,4 2,3 2,9 3,4 

this analysis, it should be possible to identify guidelines on 
the appropriate policy mix for the future. 

2.2.2. Guidelines for economic policy and fiscal policy 

If sustained growth is to be restored in the Community, the 
upturn in investment which started in the past few years 
must continue and gather momentum. In the medium term, 
private and public investment should, as a proportion of 
GDP, again reach a level close to that recorded at the end 
of the 1960s (which would mean an increase in the investment 
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GRAPH 5: Structme of paeral goffllRellt fllcal receipts la 1988 (a % of total fllcal nceipes) 
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ratio of some 4 to 5 percentage points of GDP) or even more, 
in view of the downward tendency in capital productivity 
recorded between 1960 and the mid-!980s. For this objective 
to be achieved, profitability must be given an extra boost 
through the continuation of a moderate real wage trend 
against the background of monetary stability. Fiscal policy 
can contribute in two ways : by a reduction in the resources 
claimed from the economy so as to ease the pressure on 
wages and salaries and free the resources needed to secure 
higher growth without external disequilibrium; and by an 
increase in general government saving so as to reduce press
ures on interest rates and on the conduct of monetary policy. 

In implementing these guidelines at the national level, ac
count must be taken of the scale of the adjustments required 
and the room for manreuvre available in each Member State. 
According to their external position and the internal pattern 
of allocation of resources (budget balance, level of invest
ment and private saving), the Member States fall into three 
groups: 
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(i) Among the member countries which earned a current 
external surplus in 1988, Belgium, Germany and the 
Netherlands probably have structural features (capacity 
to save, level of incomes, potential growth rate, etc.), 
which induce them to be net exporters of capital. 

In Germany the size of the current surplus looks difficult 
to reconcile with Community and domestic objectives. 
An expansion of domestic demand, especially through 
higher investment, would enable this surplus to be 
reduced to a more normal level. The room for manreuvre 
in fiscal policy could be used along these lines (reduction 
in expenditure on subsidies and a consequent easing of 
taxation and an increase in productive public invest
ment). This kind of budgetary action, together with a 
drive to obtain greater labour market flexibility, es
pecially in the service sector, should go hand in hand 
with a moderate wage trend and a monetary policy 
geared to stability, given the exchange rate options ad
opted. 

In Belgium and the Netherlands, maintenance of an 
external surplus of the approximate size of the one 
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Table 10 

Primary balances needed to stabilize gross public debt 
( % of GDP) 

B DK D GR E F IRL NL p UK EC 

Debt/GDP ratio in 1988 127,5 62,8 44,6 71,4 47,5 36,4 118,0 96,1 78,5 74,4 49,2 59,6 

Primary balance to be financed in 
1988(a+b+c) 1,7 7,9 0,1 -5,5 0,1 1,1 3,9 -3,3 -1,0 -1,5 6,5 1,2 

a. Net lending/borrowing -6,5 0,4 -2,0 -14,3 -3,2 -1,6 -3,4 -10,6 -5,0 -6,6 0,8 -3,6 
b. Actual interest payments 10,2 8,0 2,8 8,8 3,3 2,8 9,7 8,2 6,0 7,7 4,0 4,8 
c. Loans, advances, equities and 

adjustments -2,0 -0,5 -0,7 -0,1 -2,4 -0,9 -2,0 -2,6 1,7 

Primary balance to stabilize debt/ 
GDP ratio at 1988 leveII 2,4 3,7 0,3 0,1 0,8 1,2 3,1 3,0 1,5 0,1 0,6 1,2 

Projected primary balance to be financed 
in 19932 5,0 9,1 1,9 -2,5 1,3 1,6 3,4 -3,0 0,1 0,6 7,4 2,3 

Memorandum items: 

Growth of nominal GDP 1989-932 6,0 4,7 5,4 16,4 10,2 5,7 6,8 9,0 4,4 14,0 8,0 7,3 

Nominal long-term interest rate in 1988 7,9 10,6 6,1 16,6 11 ,8 9,0 9,4 12,1 6,3 14,1 9,3 9,3 

I The primary balance required to stabiliz,: the public debt/GDP ratio at its 1988 level is calculated on the basis of the relationship s=(i-g) x d. where s denotes the required primary balance, d 
the debt/GDP ratio and i and g the nominal long-tenn interest rate and the nominal growth of GDP. respectively. For this methodology. sec also European Economy No 22, November 1984. 

l Medium-tenn projections 1989-93, June 1989. 
Source: Commission services. 

recorded now should be accompanied, at domestic level, 
by a continuation of budget adjustment (reduction of 
the rate of indebtedness and return to positive public 
saving). This reduction of budget imbalances should be 
achieved without an increase in taxes and social security 
contributions, since the burden on gross wages is already 
heavy. It is necessary, especially in Belgium, to encour
age the growth of private investment and step up action 
to maintain a strictly controlled wage trend. 

Ireland's position among the Member States with the 
largest current surplus should be only temporary, be
cause it is linked to the implementation of a severe 
domestic and external adjustment programme. Once this 
consolidation has been achieved, the prime objective of 
economic policy, backed up by Community structural 
measures, should be to bring about a clear upturn in 
the investment ratio. Portugal's situation resembles that 
of Ireland in some respects but the fiscal consolidation 
process is Jess advanced. 

(ii) Among the member countries with no more than a 
moderate current external deficit in 1988, the budget 
situation in France and Spain looks sustainable. Because 
of the relative vulnerability of the external position, 
however, there is a need for a continued rigorous stance 

in all fields of economic policy. In fiscal policy, the 
emphasis should be on improving supply conditions and 
the formation of private saving. 

In Italy, the near equilibrium achieved on the current 
external account masks the handicap for the buoyancy 
of the economy of that country and hence the Com
munity1 that lies in the persistence of a large budget 
deficit. It is essential that a thoroughgoing consolidation 
programme be implemented in the public finance field; 
this would reduce the current burden on monetary policy 
and would, even if it is reflected in a reduction in the 
saving ratio, ensure a sustained upturn in investment. 
The need for such a budgetary recovery programme, 
together with a much more tightly controlled real wage 
trend, is even stronger in Greece. 

(iii) The situation in Denmark and the United Kingdom is 
marked by the combination of a high external deficit 
and a slight budget surplus that offsets a savings deficit 
in relation to private sector investment. This pattern 

1 Italy's budget deficit absorbs over 8 % of the Community's total gross 
savings. 
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cannot be regarded as normal given the average income 
levels achieved in the two countries. It can hardly be 
sustained in the medium term because it requires a high 
level of domestic interest rates and carries the risk, in 
the case of Denmark, of a cumulative process of external 
debt growth which places an increasingly high cost on 
any subsequent adjustment through the exchange rate . 
Reducing the external deficit through a substantial in
crease in the budget surplus (forced saving) is only a 
'second best' solution. Moreover, this approach is likely 
to come up rapidly against its limits. It could lead to a 
new slackening in the private saving ratio and, in the 
absence of an extra improvement in profitability, does 
not guarantee the required upturn in investment. In these 
circumstances, optimal adjustment should be achieved 
through a stricter wage trend and systematic measures to 
encourage personal saving. In the present circumstances, 
however, such a wage trend appears to be hardly achie
vable. This type of country-by-country analysis should 
be refined and could lead to medium-term public finance 
guidelines in the general framework of the economic 
policy mix. 

Table 12 

Table 11 

Saving and investment in the Community, 1970-88 

Saving 

Public Private Total Public 

1970 5,0 20,8 25,8 4,0 

1983 -1 ,5 21,2 19,7 2,9 

1970-83 -6,5 0,4 -6,1 - 1,1 

1988 -0,2 21 ,1 20,9 2,7 

1983-88 1,4 -0,2 1,2 -0,2 

I Including changes in stocks. 

Source : Commission services. 

Change in budget balances, gr«m private saving and investment and current account, 1974-88 1 

B DK D GR E F IRL L NL p 

1974-78 

Net lending or net borrowing 
of general government - 2,7 - 5,6 - 3,6 - 2,9 - 3,0 -5,1 -2,4 2,0 -3,5 
Gross private saving - 0,7 0,0 0,0 - 1,1 0,0 3,8 1,6 -1 ,6 -3,0 
Gross private investment 0,8 -2,9 -2,7 - 3,4 -2,6 2,3 -2,9 -3,6 -1 ,2 
Current account balance - 3,2 - 1,0 0,1 2,5 0,2 0,8 -3,3 4,1 3,1 -4,7 -8,8 

1979-83 

Net lending or net borrowing 
of general government -5,3 -6,9 - 0,I - 3,1 -1 ,1 -1 ,9 -2,2 - 2,7 - 3,6 
Gross private saving 0,1 2,5 - 0,3 - 4,0 - 4,6 - 2,8 - 0,I 20,9 3,2 
Gross private investment -4,9 - 4,4 0,7 -2,9 - 2,3 -4,3 - 2,6 - 2,7 -2,5 
Current account balance 0,6 0,2 - 0,8 - 3,7 -2,5 -2,2 - 0,1 - 2,1 20,3 4,0 -2,6 

1984-88 

Net lending or net borrowing 
of general government 4,7 7,6 0,5 - 6,0 1,6 1,5 8,2 0,0 0,0 1,4 2,4 
Gross private saving 0,8 - 4,7 3,6 2,8 2,5 - 0,5 - 3,9 - 1,6 - 7,1 1,0 5,2 
Gross private investment 2,9 1,6 - 0,6 -2,3 1,0 - 0,3 - 3,5 - 1,2 1,6 3,3 - 1,7 
Current account balance 1,6 0,9 3,4 3,1 0,4 0,5 9,0 - 0,9 - 8,0 - 0,7 6,8 

( % of GDP) 

Investment I 

Private Total 

21 ,8 25,8 

16,8 19,7 

-5,0 -6,1 

18,0 20,7 

1,2 1,0 

( % of GDP) 

UK EC 2 

-1 ,7 -2,8 
3,3 0,7 
0,7 - 1,8 
2,4 0,7 

1,0 -1 ,3 
- 2,6 - 1,5 
- 1,6 - 1,7 

0,5 - 0,8 

4,2 1,7 
-4,2 -0,2 

3,1 0,5 
- 4,1 0,3 

I Net lending of general government + gross private saving - gross private investment = balance on current account. The difference between the total of the three first terms and the external 

2 
current account is due to changes in stock building and net capi ta l transfers from the government. 
1974· 78 and 1979-83: EC excluding Greece and Portugal. 

Source: Commission services. 
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3. The contribution of fiscal policy to the achievement of Community objectives 

3. The contribution of fiscal policy to the 
achievement of Community objectives 

Four priority objectives at Community level can be identified 
for an increased coordination of fiscal policies. 

3.1. Ensuring stable and employment-creating 
growth 

In this area, fiscal policy is only one component of a much 
wider strategy that draws on all instruments of economic 
policy. The task here is to strengthen the consensus on the 
policy mix that is best tailored, at Community and national 
level, to achieving this objective. 

The specific contribution to be made by fiscal policy must 
fit into a medium-term perspective. It consists in the public 
authorities keeping control of the trend of the public finances 
and of budget balances so that resources that are necessary 
for private sector and investment growth are provided. It 
means that the structure of revenue and expenditure must 
be more systematically geared to the growth of productive 
activity and the improvement of supply conditions. The 
virtuous circle that seems to have been set up in the recent 
past between the stabilization of taxation and social security 
contributions and the reduction of budget deficits on the 
one hand and an upturn in growth and investment on the 
other needs to be maintained and strengthened. 

In operational terms, fiscal policy could be fitted more 
closely into implementation of a Community growth strat
egy, notably through establishing medium-term 'target 
zones' for the budget balances of the various Member States. 
Under such an approach it would be possible to specify, 
together with the other means of economic policy action, 
the objectives of fiscal policy in terms of the level and 
structure of revenue and expenditure that would be consist
ent with internal and external equilibrium. 

3.2. Participating in the completion of the 
internal market 

For full advantage to be taken of the productivity gains 
expected from completion of the internal market, conditions 
must be restored that ensure sustained growth. Also, there 
will be more direct competition between national public 
finances as a result of completion of the internal market. It is 
important that each Member State should have the necessary 
room for manreuvre in fiscal policy to adjust to the new 
requirements. More specifically, Community moves to har
monize taxation in connection with the establishment of the 

large internal market will have a direct impact on national 
budgets: 

(i) The strongest impact will come from the closer align
ment of rates of VAT and excise duties. Without pre
judging the decisions which will eventually be taken, it 
is possible, on the basis of the Commission's current 
proposals, to make an estimate of the budgetary impact 
of this alignment. This estimate is confined to the pri
mary effects of the change in tax rates and makes no 
allowance for economic mechanisms or for budget de
cisions which might be taken to limit this impact (re
sponse of demand to price changes, operation of the 
built-in budget stabilizers, compensatory tax reforms). 
It is also assumed that each member country will choose 
those tax rates within the bands established which mi
nimize the initial impact on revenue. 

On this basis, the budgetary impact of harmonization 
would be relatively weak in Belgium, Italy, the Nether
lands and France. It would be very strong, in opposing 
directions, in Denmark (a revenue loss of the order of 
4 to 5 % of GDP) and Luxembourg (extra revenue of 
the order of 7 % of GDP). This would pose a major 
problem in these countries as regards the compensatory 
tax measures that might be applied. In the other 
countries, the impact of harmonization would be re
flected in an increase in revenue: this would be moderate 
in Germany, the United Kingdom and Greece (between 
0,5 and 1 % of GDP) and higher in Portugal and Spain 
(between 2 and 3 % of GDP). Indirect tax revenue would 
fall in Ireland (by 1 to 2 % of GDP). 

(ii) Making similar assessments is more difficult in the case 
of the possible tax revenue effects of the harmonization 
measures proposed for the taxation of interest income. 
The main objective of this harmonization is to limit the 
scope for tax evasion that might result from complete 
freedom of movement of capital and which, by defi
nition, is difficult to measure. However, in view of the 
relatively low level of the revenue involved and a foresee
able offsetting effect between an increase in tax revenue 
collected from non-residents and a decrease in revenue 
from residents, these measures would have a broadly 
neutral impact on the budget in virtually all Member 
States (leaving aside possible effects on the location of 
savings and financial activities). 

3.3. Strengthening economic and social 
cohesion 

If the less prosperous countries of the Community are to 
catch up, the first need is for a sustained recovery in growth. 
By easing the external constraint, the Community measures 
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initiated to assist these countries, through the structural 
Funds and financial instruments, will provide substantial 
support for the catching-up process. These measures primar
ily affect the Community budget. Care must, however, be 
taken to establish a proper link in these fields between the 
Community budget and the national budgets. Given the 
additionality rule governing these transfers and the way 
loans of Community origin are allocated, particular atten
tion must be paid to ensuring that the necessary fiscal con
solidation efforts are not undermined. 

3.4. Facilitating progress towards monetary 
integration 

The burden of the adjustments required to ensure increas
ingly greater stability in exchange rate relationships must 
not be carried by monetary policy alone. However, there are 
still wide differences between budget balances : in 1988, net 
borrowing exceeded 10 % of GDP in Italy and Greece 
whereas the United Kingdom had a net lending capacity of 
0.8 % of GDP. The size of the public debt relative to GDP 
in Belgium for example is three times that in France. On 
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unchanged fiscal policies, the projections available for 1993 
show that these gaps will for the most part be maintained. 

Despite the structural differences between Member States 
regarding saving ratios and investment ratios, continued 
existence of these gaps feeds internal and external disequi
libria that are difficult to sustain and represent a major 
potential source of exchange rate instability. Closer monet
ary integration and the liberalization of capital movements 
therefore make it essential that medium-term fiscal consoli
dation programmes be maintained and intensified in those 
Member States where the situation in this field still diverges 
from that in the rest of the Community (especially Italy 
and Greece but also Belgium, Ireland, the Netherlands and 
Portugal). 

In the light of the conclusions reached by the Committee on 
Economic and Monetary Union and the follow-up action 
taken, strengthening monetary cooperation will probably 
require a redefinition or clearer description of the existing 
framework for fiscal policy coordination. Consideration will 
therefore have to be given to this area so as to identify 
the type of rules capable of reducing the potential conflict 
between an increasingly unified monetary policy and a 
largely decentralized management of public finances. 
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I. Observed trends in saving rates 

Summary 

This study aims at giving a broad overview over trends in saving, investment and international financial intermediation. Without 
attempting an in-depth analysis, it discusses the main issues involved. The starting point is a brief review of the development in 
saving ratios over the past few decades ( Section I) , a development that is characterized by a considerable fall in gross national 
saving as a percentage of GDP. Declining and even negative general government saving can be identified as the main factor 
behind this trend. Section 2 then asks whether there is an insufficiency of saving in the Community. Two points of view are 
distinguished in this context: the domestic and the external one. With respect to the former the question is whether there are 
enough savings to finance the desired level of investment. Concerning the latter, the question is whether a country's national 
saving/investment deficit ( or surplus) is sustainable or not. It is concluded in this study that national saving ratios in the 
Community will have to rise in order to finance the lasting recovery in investment that is required to solve the unemployment 
problem, if unsustainable external deficits are to be avoided. However, such a rise can be considered to be feasible if the 
appropriate policies are implemented. In Section 3, the external aspect of saving/investment imbalances is analysed from the 
point of view of the world economy. Overall, the picture is characterized by a shift in the aggregate position of the industrialized 
countries from surplus to deficit, on the one hand, and by growing disparities within the group of industrial countries as well as 
within the Community. Section 4 then discusses the relationship between the observed current account imbalances and international 
capital flows, the counterpart of any national saving/investment imbalance. It is argued that these imbalances explain part of 
the fast growth of international financial markets. At the same time, the growth and improved functioning of these markets have 
allowed the international current account imbalances to persist. However , while structural changes in the institutional as well as 
in the technical field have improved the capacity of financial markets to allocate savings internationally, these developments 
have also increased both the volatility in exchange markets and the risk of instability. It can be noted that to a certain extent 
the risk has been extended from the individual to the global financial and monetary system. Section 5, finally, tries to draw 
some general policy conclusions, namely the need to increase public sector saving, to improve the conditions for private investment, 
to stabilize expectations and to reduce uncertainty. 

1. Observed trends in saving rates 

Gross national saving as a percentage of GDP fell consider
ably on a national account basis between the early 1970s 
and the early 1980s in almost all industrialized countries (see 
Table I). For the Community as a whole, for example, 
national saving decreased by around 6 percentage points of 
GDP in the period 1970-83. In recent years, however, there 
has been a modest recovery in national saving rates on 
average in the Community. In the United States and Japan 
the picture is broadly similar to that in the Community 
although the rise in national saving has only been small in 
the USA over the past few years. 

It has to be noted that these developments occurred in a 
context of levels of saving ratios that differ markedly be
tween countries. In Japan, for example, national saving 
ratios have been more than twice as high as in the United 
States in the past few years (over 32 % of GDP compared 
to around 15 %, respectively), the Community's average 
saving ratio lying between these two extremes (around 20 % 
of GDP). 

Concerning sectoral saving patterns, declining and even 
negative general government saving can be identified as the 

main factor behind the trend of falling national saving rates 
(see Graph I). In fact in both the Community and the United 
States, public saving (in percent of GDP) fell by more than 
national saving during the period 1970-83. On average in 
the Community some progress has been made in reversing 
this trend since 1983, so that this year for the first time since 
1980 government saving is likely to move back into surplus. 
However, progress in reducing government dissaving has 
been uneven among Community countries. Progress has 
been largest in those countries where attempts to consolidate 
public finances have been the most determined and where 
sound and dynamic growth has therefore set in motion a 
virtuous circle. 

Private saving rates, on the other hand, remained broadly 
stable on average in the Community, concealing, though, 
some degree of offsetting movement in household and busi
ness saving rates, respectively. In the past few years, for 
example, the observed significant recovery in business saving 
was in some Member States (e.g. France, United Kingdom) 
accompanied by a significant fall in private household sav
ing. It should be noted, however, that household saving 
ratios have been particularly high during the 1970s (in re
sponse to high inflation rates and uncertainty) and that the 
present situation of higher business saving than personal 
saving could also be observed in the 1960s. 
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Table 1 

Gross capital formation, gross saving and current account balance 
(% of GDP) 

Gross capital formation Balance Stat. Gross national saving 
on discrep. 

Fixed capital Change Total current Total Private Public 

'" account 
Private Public stocks 

EC 

1960 17,41 4,4 1 2,3 24,1 0,9 0,7 24,3 18,4' 5,9 1 

1970 20,0 4,0 1,8 25,8 0,7 0,7 25,8 20,8 5,0 

1983 16,7 2,9 0,0 19,7 0,0 0,0 19,7 21,2 -1,5 

1988 17,2 2,7 0,8 20,7 0,1 -0,1 20,9 21,1 -0,2 

19902 18,3 2,7 0,8 21,8 -0,2 -0,2 21,8 21,7 0,1 

USA 

1960 15,5 2,5 0,7 18,7 0,6 0,0 19,3 16,0 3,3 

1970 15,1 2,6 0,1 17,8 0,4 0,0 18,2 17,5 0,7 

1983 15,8 1,5 -0,3 17,0 -1,0 0,0 16,0 19,6 -3,6 

1988 17,1 0,7 17,8 -2,8 0,0 15,0 

19902 16,9 0,5 17,4 -2,1 0,1 15,2 

Japan 

1960 29,0 3,9 32,9 0,5 0,0 33,4 

1970 30,5 5,0 3,5 39,0 1,0 0,0 40,0 32,9 7,1 

1983 21,8 6,5 0,1 28,3 1,8 -0,1 30,2 27,2 3,0 
1988 31,2 0,0 31,2 2,8 0,7 33,3 

19902 32,1 0,0 32,1 2,7 1,2 33,6 

I Estimates. 
2 Economic forecasts. May/June 1989. 

Source: Commission services. Yearna and Finpub databanks. 
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2. Is there an insufficiency of saving? 

In order to judge whether present saving ratios can be 
considered to be satisfactory or not, the criteria for the 
evaluation have to be specified. While in an ex post view 
total saving by definition always equals total investment, the 
ex ante difference may be considerable. Moreover, in the 
case of an open economy, even ex post national saving may 
diverge from national investment. In this context, it is useful 
to distinguish two aspects: from the domestic point of view 
it is highly relevant whether national saving in the Com
munity can grow sufficiently to finance the simultaneous 
increase in the level of domestic investment that is required in 
order to create the desired amount of additional employment 
opportunities; from the external point of view this should 
go together with a sustainable saving/investment balance. 

2.1. The domestic point of view 

Seen domestically, it is crucial whether the level and compo
sition of national saving is appropriate for the desired level 
and composition of investment. In this respect the persistence 
of high unemployment in Europe in combination with high 
degrees of capacity utilization indicates a relative scarcity of 
productive capital: existing productive capital is apparently 
insufficient to provide employment for all those who seek 
work. The extent to which this is the case depends on the 
degree of adaptability of the existing capital stock to differ
ent factor input ratios ( e.g. putty-putty versus putty-clay 
technology). While in a situation of complete adaptability a 
change in relative factor prices would theoretically be suf
ficient to achieve full employment, limited adaptability 
necessitates new productive capital in order to absorb the 
unemployment. This new capital can serve either as a re
placement for existing capital (in the same industry or in a 
different sector) but embedding different factor input pro
portions, or it can serve as an extension of the existing 
capital stock. 

The present situation in the Community suggests that the 
solution should not only consist of a shift in technology and 
sectoral output patterns, but also of an extension of the 
stock of productive capital. The exact amount of the required 
additional capital is difficult to determine as it depends on 
the future development of capital productivity and capital 
intensity. In both respects, developments have been favour
able in recent years (see Graph 2 and Table 2): after having 
declined, on average in the Community, for over two dec
ades, capital productivity (output per unit of capital) started 
to increase by the mid- l 980s, mainly reflecting rising degrees 
of capacity utilization. The creation of the internal market 
is likely to support this trend. In addition , a decoupling of 
machine operating hours and individual working hours 
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would increase apparent capital productivity further. These 
factors may, however, to a certain extent be compensated 
by the negative influence on apparent capital productivity 
of rising needs for environmental protection. 

The observed rise in capital intensity (capital per person 
employed), on the other hand, slowed down significantly. 
Thus the amount of new capital stock needed to create a 
given amount of new employment opportunities grows more 
slowly than previously. Although the slower growth in the 
ratio of capital to the number of persons employed is to 
some extent due to the increase in part-time employment, it 
is also likely to reflect the growing importance of the services 
sector and a slow-down in the substitution of labour through 
capital in response to the moderate real wage increases of 
the recent past. 

Despite these positive developments, the 'full employment 
capital stock gap' is still considerable. Moreover, it cannot 
be expected that changes in capital productivity and capital 
intensity in the coming years will on their own be sufficient 
to solve the European unemployment problem. 

The share of productive investment in GDP should therefore 
rise significantly in order to allow not only for the replace
ment and modernization of the existing capital stock, but 
also for the desired increase in productive capacity and 
employment opportunities. The question then arises of how 
such a level of investment could be achieved and whether 
it could be financed by a corresponding level of national 
saving. 

The key to a rise in private productive investment lies in a 
further improvement in profitability and demand expec
tations. At the same time, national saving ratios will un
doubtedly have to rise, on average in the Community, to 
finance a lasting recovery in investment ratios of several 
percentage points of GDP, if unsustainable external deficits 
are to be avoided. Such a rise can be considered to be 
feasible, however, if appropriate policies are implemented. 

It is therefore necessary for the consolidation of public 
finances to continue so as to increase public saving also from 
that point of view. This is in line with the policy of budgetary 
consolidation that is - with different degrees of success -
pursued in member countries. It is important, however, that 
this consolidation process is not achieved at the expense of 
economically viable public investment. As a general rule the 
most pressing need is to stop government dissaving. Public 
current expenditure should not be credit financed . The avail
able evidence overwhelmingly suggests that an increase in 
public saving will not (or at least not fully) be offset by a 
corresponding decrease in personal saving as claimed by the 



Table 2 

Capital formation - main aggregates (EC) 

Average Average 1982 
1961-73 1974-81 

Gross fixed capital formation 
(annual % change) 

Total 5,6 - 0,4 -2,0 
• Equipment2 1,2 - 1,3 
• Construction2 -1,2 - 2,7 

Capital stock 
(annual % change) 5,2 3,5 2,4 

Capital productivity3 
(annual % change) - 0,4 - 1,5 -1 ,6 

Capital intensity4 
(annual % change) 4,9 3,6 3,3 

Profitability of capital stocks 
(index 1961-73 = 100) 100,0 69,9 64,8 

Forecasts. May/June 1989. 
Excluding Ireland, Luxembourg and Portugal. 

J Real GDP over capital stock . 
• Capital stock per person employed . 
s Net operating surplus over net capital stock . 
Source: Commission services, Yearna databank . 

Ricardian equivalence proposition. Higher public saving will 
therefore lead to higher national saving. 

Concerning private saving, business saving will to some 
extent increase automatically in parallel with an improve
ment in profitability. Although the precise determinants of 
personal saving are difficult to discern, it is possible that 
part of the additional business saving might be counterbal
anced by lower household saving ratios . This could either 
be due to the fact that households see business saving as a 
close substitute for household saving since they are the 
ultimate owners of companies or due to an income redistri
bution effect on primary incomes in different stages of the 
business cycle. Both theoretical arguments and empirical 
observations indicate, however, that any rise in business 
saving will only partly be counterbalanced by a fall in house
hold saving. Moreover, household saving rates are influ
enced by a number of other factors , the most prominent of 
which are the following: 

inflation rates: while the relatively high inflation rates experi
enced in the 1970s can be seen as having contributed to the 
high personal saving ratios observed during this period (due 
to a real wealth effect and precautionary saving in response 
to increased uncertainty) , the disinflation process of recent 

2. ls there an insufficiency of saving? 

1983 1984 1985 1986 1987 1988 19891 19901 

0,1 1,5 2,5 3,4 4,8 7,8 6,8 5,0 
0,3 4,3 8,6 2,9 9,0 9,1 8,8 5,9 
0,1 0,3 - 1,9 2,7 2,4 6,2 4,6 3,8 

2,3 2,2 2,2 2,2 2,3 2,6 2,8 3,0 

-0,6 0,1 0,2 0,4 0,4 1,0 0,3 - 0,0 

3,0 2,2 1,6 1,5 1, 1 1,0 1,6 2,0 

67,4 71,6 74,6 78,9 80,5 83,4 85,5 87,2 

years is in turn likely to explain part of the recent fall in 
personal saving ratios in a number of countries. As the 
disinflation process in the Community has come to a stand
still, no further negative effect on personal saving rates can 
be expected from this side for the coming years; 

demography: the important role assigned by most theories 
(e.g. the life cycle model) to demographic factors in explain
ing saving ratios has generally been confirmed by most 
empirical studies. From this point of view it is to be expected 
that household saving ratios in the Community will be rising 
in the medium term along with a fall in dependency ratios 
and an increase of the share of those in the prime saving age 
(45-64) in total population; 

interest rates: although the effect of interest rates on saving 
rates is theoretically ambiguous as income effect and substi
tution effect work in opposite directions, it is widely held that 
interest rates have a positive, though moderate, influence on 
personal saving. On the basis of the currently available 
interest rate forecasts no major change in saving ratios can 
be envisaged for the near future . However, while a possible 
rise in interest rates might increase saving, it risks at the same 
time having an undesirable negative effect on investment; 
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financial integration and deregulation: one of the important 
developments of the 1980s has been an acceleration in the 
process of international financial integration and deregu
lation. This process tends to ease liquidity constraints that 
both households and companies may face in smaller and 
more regulated financial markets, thereby reducing the net 
supply of (or increasing the net demand for) savings. The 
crucial question in assessing the prospects for the coming 
years is, whether the effect of financial integration and 
deregulation on saving is only transitory (while economic 
agents adjust to their new optimum), or whether it has to 
be considered as permanent as is sometimes argued. 
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Overall, therefore, the evolution of private saving in the next 
few years is difficult to forecast. Some rise in gross private 
saving ratios should be possible, but by no means certain. 
This only underlines the important role to be played by 
the public sector in raising national saving ratios in the 
Community (and, even more so, the United States). 

2.2. The external point of view 

The relation of saving to investment can also be seen from 
an external point of view, with the evolution of external 
indebtedness being the decisive criterion. If a country's na
tional saving falls short of the amount required to finance 
the level of domestic investment, this is reflected in a current 
account deficit (or capital account surplus): foreign saving 
is filling the gap (see Graph 3). Theoretically, there is little 
reason to object to one country's excess saving financing 
another country's excess investment, if international capital 
markets are efficient. It is indeed the role of financial capital 
in an integrated world economy to maximize total welfare 
by flowing to those countries where expected rates of return 
on investment are highest. Attempting to obtain balanced 
current accounts in a context of different time preferences, 
stages of economic development and investment opportunit
ies would thus be economically sub-optimal. 

The crucial question is, however, whether the current ac
count imbalances that result from the divergence of a coun
try's gross national saving from gross domestic investment 
are sustainable or not. Although an answer to this question 
has to take into account the specific situation of the country 
concerned, a general remark can be made. A sustained 
current account deficit results in a continuous build-up of 
external debt. Any country's - as well as any individual's 
- capacity to indebt itself is, however, limited. From a 
certain debt ratio onwards markets will be reluctant to lend 
and will add a risk premium to interest rates. This risk 
premium can reflect either a risk of exchange rate de
preciation or a risk of insolvency. A vicious circle of external 
debt and interest charges can therefore only be avoided if 
the foreign capital is used for productive investment (e.g. in 
the export industry) that provides a rate of return that is 
higher than the rate of interest that has to be paid on the 
foreign capital. Only under these circumstances can a coun
try increase its level of external debt over a prolonged period 
of time without raising its debt/income ratio to a level that 
is unsustainable and necessitates painful adjustment policies. 
Moreover, if the investment projects financed by foreign 
capital are located in the export industry the exchange rate 
risk of foreign exchange exposure is limited. These consider
ations have to be taken into account by those countries 
engaged in the catching-up process. 
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3. The regional distribution of saving and 
investment in the world economy 

In order to assess the global aspect of saving/investment 
imbalances it is useful to look at the historical evolution of 
current account imbalances and the resulting debt positions. 
This history consists of a sequence of sometimes even pro
longed regional imbalances that often reflect structural de
velopments. The United Kingdom, for example, ran a con
tinuous and sizeable current account surplus from the mid
l 9th century up to World War I. In the more recent past 
of this century, in addition to structural developments the 
consequences of inappropriate policies (e.g. in response to 
the oil price shocks) or absence of policy coordination have 
become apparent. While the situation of the 1960s and 
early 1970s was characterized by an overall current account 
surplus of industrialized countries and correspondingly a 
deficit of the developing countries (of the order of approxi
mately 0,5 % of OECD GDP), the first oil price shock in 
1973 somewhat changed the picture. The enormous excess 
saving by OPEC countries was 'recycled' to the industrialized 
countries and - via the international banking system - to 
the non-oil developing countries. Although the industrialized 
countries became overall capital importers in the 1970s 
(which, according to the - admittedly unreliable - statistics 
they still are today), they could overall - up until recently 
(see below) - avoid an important build-up of external debt 
as a percentage of GDP. External debt in non-oil developing 
countries, on the other hand, grew rapidly (see Graph 4), 
the consequences of which are felt today. 

By the mid-1980s a new development occurred with the 
appearance of very large saving/investment imbalances be
tween the industrial countries (see Graph 5). These imbal
ances have been the consequence of the then prevailing 
policy-mix (notably expansionary fiscal and restrictive mon
etary policies in the United States and restrictive monetary 
policies in combination with fiscal policies oriented towards 
budgetary consolidation in Europe) and are reflected in 
current account deficits or surpluses of an unprecedented 
size. Two main reasons for the appearance of the huge 
imbalances in recent years can be singled out: a significant 
excess of national saving over investment in Japan on the 
one hand and a high saving/investment deficit in the United 
States on the other, the Community being broadly in bal
ance. This situation is likely to persist also in the next few 
years. 

The emergence of these imbalances can partly be explained 
by a sharp fall in the Japanese investment ratio between 
1973 (a year with a balanced current account) and 1986 of 
the order of approximately 10 percentage points of GDP. 
National saving, on the other hand, fell by less than 6 
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percentage points, thereby opening-up a large current ac
count surplus. 

In the United States, in contrast, high general government 
dissaving and lower household saving led to a sharp fall in 
US national saving in the first half of the 1980s. With the 
investment ratio remaining more or less stable, an enormous 
current account deficit emerged. The consequence of these 
developments, the shift from a creditor to a debtor nation, 
is clearly illustrated when cumulating the current account 
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balances. Even when taking into account the problems of 
accurately measuring the US international investment pos
ition, this picture is not fundamentally altered, although the 
exact moment of the transition from a creditor to a debtor 
position might be different (see Graph 6). According to 
official statistics, the USA became a net debtor in 1985 for 
the first time since 1914. 

Although the Community's current account is currently 
broadly balanced, this conceals rising disparities also within 
the Community. On the one hand there is a German current 
account surplus in excess of 4 % of GDP, going hand in 
hand with comparatively low domestic fixed investment rates 

4. International financial markets 

despite still relatively high unemployment. On the other 
hand there are rising deficits by a number of Community 
countries (United Kingdom, Portugal, Spain and Italy). 

4. International financial markets 

The described trends in current account imbalances and 
the resulting build-up of financial debt and asset positions 
explain part of the rapid growth in international financial 
markets. This phenomenon could already be observed in the 
1970s, following the first oil price shock. The growth has, 
however, also been fuelled by a significant increase in public 
sector financial liabilities due to the fact that continued high 
government deficits have increasingly been financed in the 
capital markets. High interest rates on government debt 
(partly reflecting a capital shortage in the world) in the 
context of low degrees of capacity utilization and low rates 
of return on productive capital led, on the other hand, to the 
phenomenon that companies were attracted to temporarily 
invest in financial rather than in real assets. Although this 
shift has only been a small percentage of total company 
assets (see Table 3), it represents a high absolute amount of 
financial capital (the stock of marketable securities in the 
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hands of German companies belonging to manufacturing 
industry, for example, reached almost OM 40 billion in 
1985). Only in 1985 did investment in equipment start to 
pick up in the Community and only since 1988 has the rise 
in companies' profits been accompanied by a corresponding 
increase in productive investment. The increased openness 
of individual countries and the progressing liberalization of 
capital markets resulted in part of these national financial 
assets being internationalized. Both companies and private 
households became directly engaged in international finan
cial markets. 

On the other hand, the liberalization of capital flows and 
the accompanying growth and improved functioning of in
ternational financial markets have at the same time allowed 
international current account imbalances to persist. Finan
cial markets therefore played their role of allocating saving 
internationally. That these imbalances could persist is not 
only due to the increased availability of financial capital, 
but also to the fact that the amount of financial capital has 
stimulated both the size and the functioning of the financial 
services sector. 

Institutional as well as technical developments have led 
to important structural changes. On the institutional side, 
financial innovation has pushed towards financial deregu
lation (or at least towards more market oriented regulations). 
Deregulation and increased competition in turn, created new 
financial innovation (e.g. financial futures) . In addition, 
the world-wide trend towards a liberalization of capital 
movements and the implied decompartmentalization of na
tional capital markets has led to a globalization of the 
adjustment process between saving and investment. On the 

Table 3 

technical side, improved telecommunications facilities and 
information technology have not only supported this trend, 
but have also increased the speed of international trans
mission mechanisms. Information has become more rapid 
and exhaustive and operations have become faster (on 'black 
Monday' 19 October 1987 alone, Wall Street carried out 2,5 
billion operations!) and cheaper. 

As a result of the described trends, the size of the financial 
sphere grew rapidly: Both the growth of bond and of stock 
markets show this development. The phenomenon can also 
be observed on international financial markets : the Bank 
for International Settlements (BIS) estimates the stock of 
international financial assets (bank loans and bonds) to 
have doubled within only four years from around USO 
1 600 billion at the end of 1984 to around USO 3 200 billion 
at the end of 1988. 

However, not only the volume of international financial 
capital rose sharply, but also the turnover in financial and 
foreign exchange markets . To give an example, the combined 
daily turnover of New York, Tokyo and London is estimated 
to be close to USO 250 billion, 25 times the value of flows 
of goods and services. Both these trends together have raised 
fears of a 'decoupling' of the financial from the real sphere. 

In the wake of the developments set out above, the character 
of international financial intermediation has changed. Dur
ing the 1980s a noticeable trend towards 'bank disinter
mediation' or securitization (e.g. intermediation by markets 
instead of intermediation by banks) could be observed. This 
can be explained by two main factors. Firstly, the collective 
management of individual savings (e.g. by pension funds) 

Companies' investments in marketable securities as% of total assets (manufacturing industry) 

198 1 1982 1983 1984 1985 1986 1987 

FR of Germany 1,63 2,03 2,93 3,44 3,87 3,57 
France 0,25 0,28 0,57 0,97 1,40 2,36 3,12 
Italy 1,13 1, 12 1,73 2,94 2,87 3,78 4,32 
United Kingdom 4,79 5,27 5,94 7,01 7,69 6,06 
Belgium 1,65 1,90 2,40 3,84 4,26 5,22 6,39 
Portuga l 0,72 0,57 1,23 1,00 1,26 1,57 3,44 
Netherlands 0,1 6 0,29 0,55 0,65 
Spain 0,25 0,28 0,33 0,37 0,56 1,05 

United States 3,58 3,49 3,32 3,29 3,08 
Japan 3,08 3,3 1 3,68 3,83 3,66 4,22 4,36 

Source: Commission services. BACH databank. 
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has to some extent grown at the expense of banks. Secondly, 
banks themselves seem to have become more risk averse 
and have, to a larger extent than previously, attempted to 
'securitize' both their assets and their liabilities (a develop
ment that has also to be seen in the context of the LOC debt 
crisis). This is clearly reflected in the structure of borrowing 
on international markets. While the amount of new bank 
loans only increased from USO 67 billion in 1983 to 
76 billion in 1988, the amount of securities more than dou
bled from USO 87 billion to 234 billion. For new forms of 
securitization like note issuance facilities (NIFs) and revolv
ing underwriting facilities (RUFs) the increase is even more 
pronounced. Thus, although banks still play a major role 
in international financial markets, their role as financial 
intermediaries seems to have somewhat diminished. 

Although on the level of the individual economic agent the 
ability to distribute risks more evenly has generally increased, 
the reduced constraints for the individual as well as inter
national integration have raised the more systemic risks of 
the financial community. In a sense, therefore, the risk has 
been extended from the individual to the global financial 
and monetary system. The increased risk of instability evokes 
the question of the security for the individual investor and 
consequently the issue of new prudential rules. 

At the same time, the increased volatility in exchange mar
kets observed since the beginning of the 1970s has added a 
new aspect to the picture (see Graphs 7 and 8). While a 
higher flexibility (not volatility) of exchange and interest 
rates is only normal and may even be desirable in a system 
of open economies without a high degree of policy coordi
nation, the behaviour of exchange rates in the last two 
decades has raised a number of questions. On the one hand, 
there is the problem of short-term fluctuations. The amount 
of these fluctuations has led some observers to conclude that 
markets have a tendency to be myopic and that exchange 
rates are to an important extent determined by speculative 
capital flows. On the other hand, there is the phenomenon 
of 'overshooting' and exchange rate misalignments, a 
phenomenon that reflects at the same time the behaviour of 
economic agents in financial markets as well as the fact that 
international financial integration has strengthened the spill
over effects of fiscal policies onto exchange rates. 

While the increased volume of short-term capital flows may 
have improved the efficiency of capital markets in a narrow 
sense by exploiting arbitrage opportunities and thereby 
guaranteeing international interest rate parity, they do not 
correspond to the most obvious source of gains from capital 
movements, namely the long-term transfer of resources. In 
contrast to capital flows based on short-term considerations, 
these capital flows with long-term aim are rather based on 

4. International financial markets 
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economic 'fundamentals'. This distinction between the two
way trade in financial assets and the long-run resource 
transfer is, incidentally, analogous to the distinction between 
intra-industry and inter-industry trade as distinguished in 
trade theory. 

The structure and variation of international capital flows 
reflect the described trends. Admittedly, balance of payments 
data do not allow a precise analysis of these developments. 
The distinction made between short-term and long-term as 
well as between direct investment and portfolio investment 
is to a certain extent arbitrary. The data nevertheless show 
that direct investment flows - which can be considered to 

Table 4 

Balance of payments for EC, USA and Japan1 

Current balance 
Capital balance 

Direct investment, net 
• to abroad 
• from abroad 
Portfolio investment 
Other long-term flows 
Other short-term flows 

Reserves2 

Current balance 
Capital balance 

Direct investment, net 
• to abroad 
• from abroad 
Portfolio investment 
Other long-term flows 
Other short-term flows 

Reserves2 

Current balance 
Capital balance 

Direct investment, net 
• to abroad 
• from abroad 
Portfolio investment 
Other Jong-term flows 
Other short-term flows 

Reserves2 

1981 

-18,2 
6,4 

- 9,9 
-23,6 

13,8 
- 9,5 
17,8 
7,9 

13,9 

6,0 
-20,0 

14,2 
- 8,5 
22,8 
13,7 

-17,3 
- 30,7 
- 2,6 

4,6 
- 1,7 
- 4,2 
- 4,4 

0,2 
6,8 

- 8,5 
4,2 

- 3,0 

come closest to capital flows moving to the 'real' economy 
and to be based on factor endowment considerations - only 
explain a very limited part of international capital flows (see 
Table 4). Even if there is a clear overall trend towards higher 
direct investment flows, reflecting the growing integration 
of the world economy, net direct investment inflows to the 
United States covered only one fifth of the required total 
capital inflow in 1988. At the same time these data also 
illustrate the role of Japanese banks as financial intermediar
ies (illustrated by net inflows of short-term capital and net 
outflows of long-term capital) and the role of the Japanese 
economy as a supplier of savings to the world economy 
(overall deficit of ihe capital account). 

1985 

25,0 
-29,7 
- 14,7 
-31,8 

17,1 
- 8,5 
-1 ,7 
-4,8 

0,6 

- 151,2 
131,7 

1,9 
- 23,3 

25,2 
88,8 
10,1 
30,8 

- 4,8 

64,1 
- 69,9 
- 7,6 
- 8,5 

0,8 
-54,5 
-20,6 

12,9 
- 0,2 

1986 

EC 

51 ,9 
- 54,3 
- 22,5 
-40,8 

18,3 
-5,3 
- 7,0 

- 19,6 
- 12,0 

USA 

- 140,9 
124,4 

5,5 
- 28,7 

34,3 
83,2 

- 5,4 
41 ,1 
0,3 

Japan 

86,7 
- 74,4 
- 14,3 
-14,6 

0,2 
- 103,1 
- 16,0 

59,0 
- 15,1 

1987 

32,5 
9,5 

- 24,0 
- 53,7 

29,8 
22,0 
11 ,8 

- 0,4 
- 57,8 

- 133,7 
110,5 
- 1,9 

- 38,3 
36,4 
54,9 

- 0,9 
58,3 
7,8 

75,3 
- 39,4 
- 15,8 
- 16,8 

1,0 
- 79,4 
- 21 ,2 

77,0 
- 32,9 

/billion ecus) 

19883 

15,1 
- 25,9 
- 19,0 

-32,0 
15,5 
9,8 

- 3,3 

-114,7 
103,5 

18,4 
- 17,3 

35,7 
56,4 
10,8 
17,9 

-3,6 

49,2 
- 39,5 

-45,1 

43,6 
-13,9 

1 Due to errors and omissio ns the sum of the components is not equal to zero. 
2 A minus sign for the balance o f the reserves indicates a net increase in assets or a decrease in liabilities. 
3 Partly estimates. 

Source: Eurostat, Cronos databank GBOP. 
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5. Conclusions 

What can be the conclusions of the diverse trends described 
above? Although one cannot say that there presently is an 
overall shortage of saving in the Community, the aim for 
the future must be to increase national saving in line with 
the increase in investment that is required to create the 
internal market, to absorb the current unemployment and 
to promote the catching-up of the less prosperous member 
countries. Only in this case can the emergence of a current 
account deficit for the Community be avoided. Part of the 
additional saving is likely to be the result of policies directed 
at improving the conditions for private investment, but 
governments will also have to make an additional effort to 
increase public sector saving. 

On the international level, higher savings in the OECD area 
would facilitate the catching-up process of the less developed 
countries. Moreover, increased coordination of economic 
policies and a better equilibrated international monetary 
system - not least resulting from the growing monetary 

5. Conclusions 

identity of the Community - would defuse some of the 
risks with respect to the international economic and financial 
system. 

Both on the national and the international level there is the 
need to stabilize expectations and to reduce uncertainty. On 
the national level, investors have to be confident that they 
will be able to obtain a satisfactory rate of return on their 
investment in physical capital. Uncertainty with respect to 
future demand, factor prices and exchange rates increase the 
risk premium for investors. On the international level, a 
stabilization of exchange rate expectations would reduce the 
amount of short-term fluctuation and thereby contribute to 
the stability of financial markets and to the growth of world 
trade. In the Community, the EMS has already contributed 
to such a stabilization. The establishment of an economic 
and monetary union would strengthen the Community's 
position in line with its increased weight in the world econ
omy. In all these areas governments and monetary authori
ties have an important role to play by acting predictably 
and by making the necessary structural, institutional and 
regulatory adjustments. 
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1. The prospects opened up by the internal market 

Summary 

This study aims to provide a first overview of the way in which firms are reacting to the completion of the internal market. 
After an initial economic evaluation of the internal market programme had been made in the Cecchini Report, it was important, 
on one hand, to assess the actual reactions of firms to the structural changes occurring in their environment as the Directives 
were implemented and, on the other hand, to see how far these reactions correspond to those foreseen in the 'cost of non-Europe' 
study. The first part of the study presents the results of a survey of industrial firms carried out by the Commission in mid-1989. 
This survey throws light on the expectations of firms with respect to the impact of 1992 on their turnover, investment and 
employment. A box gives a quantitative assessment of the extra growth in the investment due to 1992. The second part, more 
microeconomic in focus, examines firstly the way in which firms are changing the a/location of internal resources: location of 
production plant, distribution networks, research and development. Secondly, it analyses the external strategies of firms 
( cooperation, creation of jointly-owned subsidiaries, acquisitions) in the light of trends since the beginning of the 1980s. These 
trends are compared with the results of the survey in order to assess the impact of 1992 on external strategies. Finally, in the 
third part, more sectoral detail is introduced, highlighting the differences in the impact of the internal market by sector. In the 
case of industry, it is possible to distinguish four broad groups of sectors on the basis of the size and nature of the impact of the 
White Paper measures. 

1. The prospects opened up by the internal 
market 

Following publication in June 1985 of its work programme 
for the elimination of all obstacles to freedom of movement 
in the Community, the Commission regularly reviews the 
state of implementation of the White Paper. 1 The introduc
tion of qualified majority voting following the entry into 
force of the Single European Act, has increased pressure to 
arrive at a consensus. In addition to the 130 measures now 
finally adopted by the Council, seven have been partially 
adopted and eight common positions have been agreed: this 
accounts for over half the 279 measures in the programme. 

For its part, the Commission has undertaken a detailed 
analysis of the economic consequences of completion of the 
internal market. 2 Using a microeconomic approach based 
on a partial equilibrium model, welfare gains ranging from 

1 Commission of the European Communities: 'Fourth report from the 
Commission to the Council and the European Parliament' (COM(89) 
311), 1989. 

2 Commission of the European Communities: 'The economics of 1992', 
European Economy, No 35, March 1988. 

4,25 to 6,5 % of Community GNP, were obtained. A macro
economic approach using the Commission's Hermes model 
and the OECD's Interlink produced a comparable series of 
medium-term results : 4,5 % of additional growth in GNP, 
a 6 % reduction in price inflation and growth in employment 
equivalent to 1,5 %. 

The gradual completion of the internal market already ap
pears as one of the basic factors which are contributing to 
the favourable economic climate which the Community is 
enjoying. Since 1988, the trend of the Community's economy 
has been essentially upwards and the most dynamic com
ponent of demand is investment. Surveys of investment by 
industry show that industrialists are sticking by their inten
tion to invest even more in 1989 than in 1988 with increases 
by volume of 8 % in 1988 and 10 % in 1989 expected (see 
box for the effect of 1992 on private investment). 

From this point of view, the Commission's survey of Com
munity firms shows that the 'internal market' is having a 
not inconsiderable effect on the expectations of firms and, in 
particular, on their investments. The last survey of industrial 
firms in the 12 Member States carried out in mid-1989 
provided a means of analysing more precisely how firms 
saw the prospects opened up by completion of the internal 
market. 
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The effects of the internal market - Sensitive sectors 

Perceived effects on sales volumes 

The perception by firms of the effects of completion of the 
internal market depends to a large extent on where sales are 
made. 

In general, firms expect comparatively minor changes in 
their national markets: overall, 66 % of Community firms 
expect no change, 16 % a change for the better and 10 % 
one for the worse. However, these figures vary considerably 
from one country to another. A majority of Spanish industri
alists expect their net sales on the domestic market to fall, a 
result which contrasts with those of the first survey, carried 
out in 1987 .1 It appears that a trend has developed in Spain 
and that those fearful of the effect of completion of the 
internal market on sales on the domestic market are now in 
the majority. In other countries (Belgium, Germany, France 
and the United Kingdom), those expecting an improvement 
are only slightly more numerous than those expecting a 
deterioration. 

By contrast, the effect on sales in the other Community 
Member States is expected to be considerable. Taking an 
average across the Community, the net balance between 
those firms expecting their sales in other Community 
countries to increase and those expecting them to decrease 
is 33 % . This very positive view of the prospects for increased 
sales outside national markets is common to all the Member 
States and accounts, to a great extent, for the feeling that 
the total volume of sales is likely to increase substantially. 
Hence the net effect on the total increase in sales across the 
Community is put at 27 %, less than the net effect on sales 
in other Community countries (33 %) but considerably more 
than the net effect on volume within the country (6 %) or 
in non-member countries (7 %). 

A comparison of the results obtained for the same question 
before and after 1992 is most instructive. To take the period 
after 1992 first, across the Community the same percentage 
(18 % ) of firms expect domestic sales to rise as expect them 
to fall. This means that the increased effects of competition 
between national producers on their own markets will be 
felt to an ever greater extent. In most countries the net effect 
for the period 1992-96 is less than that for the period before 
1992. On the other hand, in Belgium, Germany, Ireland, 
Italy, Spain and the United Kingdom, penetration of Com
munity markets other than the domestic market is expected 
to continue and grow as the measures in the White Paper 
are implemented . 

1 Commission of the European Communities: The completion of the 
internal market - A survey of European industry·s perception of the 
likely effects·, Research on the 'cost of non-Europe ', Vol. 3, 1988. 
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Overall, the net effects on the total volumes of sales for these 
two periods are comparable. After 1992 the greater optimism 
concerning sales on Community markets other than the 
domestic market offsets the greater pessimism concerning 
the trend of sales on national markets. 

The reasons for expectations of increased sales on Com
munity markets were analysed in the Commission's earlier 
survey in 1987.3 The abolition of customs formalities and 
lower transport costs in particular will greatly help producers 
to export within the Community and this greater price com
petitiveness will then help them to secure market shares in 
the other Member States. In addition, improved non-price 
competitiveness (a wider range of products) and increased 
competition should result in manufacturers reducing their 
cost-price margin. 

Perceived effects on the volume of investment 

In general, the percentage of firms expecting to increase 
investment in their national markets is much larger (33 % 
against 3 % giving a balance of 28 %) than that expecting 
such investment to fall. 

These results are considerably more positive than those for 
the net effect on sales and show that even now Community 
firms are investing in production plants within their home 
territory to serve an enlarged market where the opportunities 
for increasing sales lie mainly outside the national market. 
The net balances for all the Member States are substantial: 
41 % in Italy, 38 % in Portugal and Ireland and 22 % even 
in France, the country with the lowest figure . 

The effect on the volume of investment, by firms, in other 
Community countries is also positive. Investments by firms 
in the other Member States should therefore lead to an 
increase in the flow of direct investment between Community 
countries amounting on average to 19 %. This compares 
with an increase of 28 % in domestic investment. It is impor
tant to note here that the least industrialized countries in 
the Community (Portugal, Ireland and Spain) and to a lesser 
extent Italy, are also the countries which will, obviously, be 
the first to benefit from an increase in investment on their 
own territory as compared with investment elsewhere. 

By contrast, in certain countries the extent of the extra 
investment due to the completion of the internal market 
should be similar within the country and in the other Mem
ber States. This is particularly true of Germany (net positive 
balance of 25 % and 24 %), France (net positive balance of 
22 % and 19 %) and, to a lesser extent, the United Kingdom 
(net positive balance of 23 % and 18 %). In the case of the 



I. The prospects opened up by the internal market 

Table 1 

Up to 1992 - Influence of the completion of the internal market on the volume of industrial sales 

B D E F IRL NL p UK EUR 

Influence on volume of domestic sales 

Net effect1 3 5 - 18 I 19 22 II 15 5 6 
Don't know/no answer 7 I 15 16 3 0 6 27 9 7 

Influence on volume of sales in other EEC countries 

Net effect1 36 34 27 28 50 41 24 26 35 33 
Don't know/no answer 15 4 23 20 7 0 3 35 II 10 

Influence on volume of sales in non-member countries 

Net effect1 II 7 4 3 19 14 -8 5 9 7 
Don't know/no answer 26 6 26 26 20 0 12 43 14 13 

Influence on total sales volume 

Net effect1 29 28 10 18 55 38 22 24 29 26 
Don't know/no answer 18 0 23 25 11 0 10 37 22 12 

1 Net effect: difference between the percentage of firms foreseeing increased sales and those expecting a reduction. 

Source: Commission departments. 

Table 2 

From 1993 to 1996- Influence of the completion of the internal market on the volume of industrial sales 

B D E F IRL NL p UK EUR 

Influence on volume of domestic sales 

Net effect 1 12 I -18 -9 14 II 7 -I - 1 0 
Don't know/no answer 17 2 43 40 10 0 11 44 23 17 

Influence on volume of sales in other EEC countries 

Net effect 1 45 40 29 27 51 44 3 12 44 37 
Don't know/no answer 26 4 42 40 14 0 10 61 17 17 

Influence of volume of sales in non-member countries 

Net effect 1 18 II 4 2 21 22 7 5 5 10 
Don't know/no answer 33 6 46 45 27 0 17 61 23 20 

Influence on total sales volume 

Net effect 1 36 30 9 17 51 36 25 10 34 27 
Don't know/no answer 30 0 46 43 17 0 14 64 31 20 

1 Net effect difference between the percentage of finn s foreseeing increased sales and those expecting a reduction. 

Source: Commission departments. 
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The effects of the internal market - Sensitive sectors 

Table 3 

Up to 1992 - Influence of the completion of the internal market on the volume of industrial investment 

B D E F IRL NL p UK EUR 

Influence on volume of domestic investment 

Net effect1 29 25 26 22 38 41 26 38 23 28 
Don't know /no answer 7 25 16 7 0 4 26 II 8 

Influence on volume of investment in other EEC countries 

Net effect1 16 24 10 19 16 22 9 9 18 19 
Don't know /no answer 28 II 39 29 27 0 13 38 23 18 

Influence on volume of investment in non-member countries 

Net effect1 4 7 0 3 4 8 2 0 3 5 
Don't know /no answer 31 13 40 33 33 0 22 42 24 20 

Influence on total volume of investment 

Net effect1 23 30 25 20 40 38 30 22 23 28 
Don't know/no answer 24 31 30 17 0 3 38 28 15 

I Net effect : difference between the percentage of firms foreseeing increased investment and those expecting a reduction. 
Source: Commission departments. 

large industrialized countries of the Community, where the 
large multinationals are already well established, investment 
should therefore take place both at home and abroad. As a 
result of these trends in the various Member States the less 
industrialized countries should catch the others up; and this 
should favour the process of convergence. 

Answers to the same question with reference to the period 
1993-96 demonstrate two points. 
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The first is that in general the net positive effect on invest
ment at home should be felt more forcefully before 1992 
than after, with a net balance of 28 % for the Community 
average before 1992 as against 23 % after 1992. The second 
concerns the net positive effect on investments in other 
Community countries (flow of direct investment) which will 
be as large before as after 1992 with a net balance across 
the Community of 19 % in both cases. In the case of Ger
many, the net balance is 24 % as against 18 % for invest
ments in Germany. 



I. The prospects opened up by the internal market 

Table 4 

From 1993 to 1996 - Influence of the completion of the internal market on the volume of industrial investment 

B D E F IRL NL p UK EUR 

Influence on volume of domestic investment 

Net effect 1 31 18 22 19 31 42 19 22 20 23 
Don't know/no answer 18 2 47 39 17 0 10 49 23 17 

Influence on volume of investment in other EEC countries 

Net effect 1 17 24 9 17 15 26 10 10 17 19 
Don't know/no answer 38 10 45 49 37 0 20 58 32 25 

Influence on volume of investment in non-member countries 

Net effect I II 9 0 4 4 12 5 4 7 
Don't know/no answer 40 12 58 53 41 0 24 61 34 27 

Influence on total volume of investment 

Net effect 1 28 27 21 19 36 41 23 12 21 26 
Don't know/no answer 35 51 46 27 0 II 58 35 22 

I Net effect: difference between the percentage of firms foreseeing increased investment and those expecting a reduction. 

Source: Commission departments. 

Perceived effects on employment and productivity 

In general, firms expect the effects on employment to be less 
substantial: a net balance of 13 %, as against 26 % for total 
sales and 27 % for investment. 

Expectations concerning the trend in employment are, how
ever, in line with those concerning productivity. The expected 
effect on productivity is particularly substantial at 38 %, 
with no difference between the pre-1992 and post 1992 

figures. This figure is the result of very positive views on 
the growth in overall sales combined with a less optimistic 
outlook on employment. 

To sum up, the dominant feeling is that the internal market 
will increase competition and so help eliminate internal inef
ficiencies (x-inefficiency) and monopoly profits. Further
more, market integration will generate economies of scale 
through increased production in existing plants, or the re
structuring of production to eliminate the less efficient plant. 

181 



The effects of the internal market - Sensitive sectors 

Table 5 

Up to 1992 - Influence of the completion of the internal market on total employment and productivity in industry 

8 D E F IRL NL p UK EUR 

Influence on level of domestic employment 

Net balance 8 8 I I 14 17 17 29 9 9 
Don't know/no answer 8 2 22 16 4 0 3 26 9 8 

Influence on level of employment in other EEC countries 

Net balance 9 14 5 8 14 13 7 4 21 13 
Don't know/no answer 27 13 39 32 33 0 18 45 22 20 

Influence on level of employment in non-member countries 

Net balance 2 3 0 2 2 3 I -2 5 3 
Don't know/no answer 31 15 40 35 41 0 0 49 24 21 

Influence on total employment level 

Net balance 9 14 4 5 17 17 19 14 15 13 
Don't know/no answer 26 I 35 34 21 0 3 40 28 17 

Influence on productivity 

Net balance 42 29 21 42 66 46 33 42 45 38 
Don't know/no answer 7 3 29 18 9 0 7 27 II 10 

Source: Commission departments. 

Table 6 

From 1993 to 1996- Influence of the completion of the internal market on total employment and productivity in industry 

8 D E F IRL NL p UK EUR 

Influence on level of domestic employment 

Net balance 13 I I 4 15 19 13 15 10 7 
Don't know/no answer 20 2 46 42 13 0 9 47 22 18 

Influence on level of employment in other EEC countries 

Net balance 12 17 5 9 II 19 II 5 20 15 
Don't know/no answer 37 II 55 54 40 0 20 45 32 27 

Influence of level of employment in non-member countries 

Net balance 8 5 0 3 0 7 3 -I 4 4 
Don't know/no answer 43 13 56 58 46 0 24 62 34 30 

Influence on total employment level 

Net balance 19 12 4 8 16 19 20 7 16 13 
Don't know/no answer 39 2 52 52 29 0 10 57 37 25 

Influence on productivity 

Net balance 47 34 19 36 60 51 29 32 45 38 
Don't know/no answer 19 3 47 39 17 0 10 46 17 17 

Source: Commission departments. 
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The combined effect of these mechanisms will be a consider
able increase in productivity. An improvement in conditions 
of supply within the Community in terms of efficiency and 
productivity is a necessary precondition for improvements 
on the labour market. 

Looking beyond 1992, in many countries, firms are a little 
more optimistic about the prospects which the internal mar
ket will open up for the level of employment in their subsidi
aries in other Community countries. For example, after 1993 
the net balance of firms expecting to increase their labour 
force in other Community countries is 17 % in Germany, 
19 % in Italy and 20 % in the United Kingdom. 

2. Strategic redeployment in progress in 
firms 

The survey, the results of which were set out in the previous 
section, also provided some information about the strategic 
behaviour which firms intend to adopt in preparation for 
the single market. This, together with information from 
other sources, provides an initial picture of the strategic 
redeployment being undertaken by Community firms. 
Changes in strategic behaviour can be seen at two levels: 

(i) within firms, decisions have been or are being taken, to 
alter the allocation of resources, the location of pro-

Table 7 

Impact of the internal market on the value-added chain within the finn 

Component of value-added 

I. Research and development 

2. Supplies 

3. Logistics 

4. Production 

5. Marketing and distribution 

6. Consumers 

Source : Commission departments. 

2. Strategic redeployment in progress in firms 

duction units or the structure of distribution networks. 
Some internal strategy decisions are therefore related to 
the impact of completion of the internal market on the 
various stages of the process of adding value: research 
and development, logistic supply, production, marketing 
and distribution. We shall look in the first part at the 
nature of these developments and the changes in the 
behaviour of firms as they can be seen at present; 

(ii) as a result of enlarged markets, firms are altering their 
strategy regarding working together, cooperation or ac
quisition as it relates to other firms. These external stra
tegies may be explained in part by each firm's desire to 
reach as soon as possible a critical size through the 
acquisition of competing firms, or throughjoint ventures, 
so making it possible to share research and development 
costs. The second part will be devoted to these external 
strategies. 

2.1. Internal strategies 

From the point of view of the firm, the impact of removing 
non-tariff barriers will be felt at all stages in the process of 
adding value although each of these will be affected in a 
different way by changes in the strategic environment in 
which firms operate. 

Nature of the impact 

• Growth in the number of joint projects 
• More homogeneous environment at European level 

• Wider range of suppliers 
• Lower prices 

• Lower transport costs 
• Relocation of storage facilities (better adapted to an integrated market) 

• Increased production at each plant 
• Creation of new plants in markets to be targeted or reduction in the 

number of production plants 

• Centralization of product management at European level 
• Shorter delivery times due to absence of customs control 
• Community-wide marketing campaigns 

• Availability of a wider range of products 
• Lower prices 
• Increased demand (growth effect) 
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The effects of the internal market - Sensitive sectors 

The 1989 survey provided preliminary indications of the 
effect of completion of the internal market on the internal 
strategies of industrial firms. 

First of all the internal market's effect is clearest in the area 
of product adaptation and in the restructuring of production 
plants. Over the Community as a whole 63 % of firms 
surveyed thought that the internal market would influence 
production decisions and 61 % believed this to be true of 
products. However, there was also a clear effect on distri
bution decisions (56 %) and those concerning research and 
development (55 %). The considerable differences between 
answers from one Member State to another should also be 
noted. German industry put the greatest weight on decisions 
conc~r~ing production plant (82 %) and displayed greater 
scepticism about the effect of the internal market on research 
and development decisions (50 %). This was true also of 
Portuguese industrialists, who expected the internal market 
to influence production strategies (52 %) but had reser
vation~ a~out_ the influence on decisions concerning prod
ucts, d1stnbut10n networks and R&D. By contrast, Belgian, 
Fr~nch and United Kingdom industrialists expected the 
roam strate~ic decisions to concern the adaptation of prod
ucts to the mternal market. French industrialists expected 
most changes to affect strategic decisions on research and 
development. 

A glance at the main changes expected shows that certain 
stru~tural alterations were already under way; in such cases 
the mternal market is acting as an accelerator. 

Research and development strategy 

Here it is to be expected that the internal market will exert 
its influence in the form of greater dynamism in the face of 
increased competition. In addition, Community policy on 
technical standards (Community harmonization or mutual 
recognition) will create a more uniform technological en
vironment and so encourage cooperation between Com
munity firms. 

• Answers to the survey about the effect of the single market 
on R&D policy decisions stressed equally greater cooper
ation (net balance of 42 %) and greater utilization of the 
firm's resources (net balance of 44 %). Of course, those two 
answers are not mutually exclusive and firms could give a 
positive reply to both options proposed. In most Member 
States the net balance for each of the two options were 
similar except in the case of German firms, which gave 
greater weight to internal R&D efforts, and Spanish firms, 
which in contrast felt a greater need for more cooperation 
between firms. 
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Production strategy 

Decisions on production will depend on the economies of 
scale in the sector in question and the extent to which 
transport costs contribute to total costs. In some sectors, 
where economies of scale are considerable and transport 
costs low, industrialists may increase the production of their 
existing fa~tories by adding extra capacity. 

There was a clearly positive net balance (24 % over the 
Community as a whole) in favour of increasing the size of 
the production unit; this was most marked in Germany, 
Ireland and Italy. 

There are, however, two ways of dealing with the increase 
in sales which completion of the internal market is expected 
to generate: either firms increase the production capacity of 
their existing factories, as described above, or they increase 
the number of production sites. Far fewer firms expect to 
increase the number of production units. In most countries 
the firms surveyed expected as a rule that the number of 
production units would remain more or less stable or even 
fall (Belgium, France, Ireland, Spain and the United 
Kingdom). 

If we take the case of certain multinationals already estab
lished in a number of European countries, the choice as 
regards rationalization of production in certain cases in
volves either a reduction in the number of production sites 
or an increase in production on each site. 

Five years ago, for example, Kodak in Europe had two 
production units in France, two in the United Kingdom and 
one in Germany. Today it has only one in France and one 
in the United Kingdom. This is also true of Unilever which 
in 1973 had nine units producing detergents in nine different 
Member States of the European Community. By 1989 it had 
only four in four different Member States (Italy, Portugal, 
Germany and the United Kingdom). Volume of production 
has not increased but productivity has shot up (by more 
than 20_0 % over the nine years from 1978 to 1987). Finally 
the Swiss Jacob Suchard group has also just completely 
r~stru~tured its European production network by closing or 
dtsposmg of 11 small production units and transferring I 500 
workers. Supplies to each country are now sourced from six 
factories which specialize intensively in a different type of 
chocolate. Other multinational European groups are also 
considering the concentration of production on a reduced 
number of sites. 

Product strategy 

Fii:ms may adopt one of two policies to cope with expec
tat10n of a considerable increase in sales on the Community 



2. Strategic redeployment in progress in firms 

Table 8 

Influence of the completion of the internal market on the strategies of industrial firms I 

B' D E' F 12 NL pl UK EUR 

Production plant 

Effect 50 82 25 73 62 36 52 43 61 
No answer 3 6 14 3 10 6 

Products 

Effect 70 64 61 77 55 45 18 66 63 
No answer I 3 8 5 7 3 

Distribution 

Effect 57 64 53 58 53 42 28 53 56 
No answer 3 0 10 6 10 5 

Research and development 

Effect 53 50 56 73 49 36 18 61 55 
No answer 5 6 9 3 7 4 

I As the questions were not worded in exactly the same way in Belgium and Spain, the results for these two countries cannot easily be compared with the others. 
l In the case of Italy and Portugal, the non-respondents were eliminated from the sample and the percentages were calculated on the basis of the firms which replied only. 
Source: Commission departments. 

Table 9 

Influence of the completion of the internal market on the strategies of industrial firms (net balance between positive and negative impacts) 

B D E F IRL NL p UK EUR 

Research and development 

Greater cooperation 26 30 39 44 63 47 20 18 66 42 
Greater use of the firm's resources 27 46 15 43 59 43 27 16 66 44 

Production of plant 

Increase in size of production units 13 30 8 17 37 38 22 17 24 
Increase in number of production units 2 14 0 -2 - 4 17 10 7 

Products 

More standardized products 19 21 9 29 34 33 16 14 28 24 
More specialized products (adapted to each market) 39 36 38 40 64 49 31 14 32 38 

Source: Commission departments. 
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The effects of the internal market - Sensitive sectors 

market : either they sell identical products on an enlarged 
market or they take into account the varying tastes of con
sumers and introduce individual products adapted to each 
national market. In practice, as a result of the features of 
the sector, the firms are often confronted with a number of 
possibilities. Certain standardized basic products may be 
marketed in identical fashion in all markets. If in addition 
economies of scale are considerable, it is possible to consider 
concentrating production on a limited number of sites. There 
are not, however, many products of this kind. In most cases 
the differences between products are well developed and 
numerous (quality, time, presentation, after-sales service). 
In such circumstances a very large number of specialized 
slots exist, each of which is filled by a particular product. To 
reach other customers, the firms must adapt their products to 
meet the tastes of their new target consumers. 

Overall, most of the firms surveyed expected the influence 
of 1992 to result in the need to adapt products to suit each 
new national target market. A net balance of 38 % of firms 
expected it would be necessary to adapt their products within 
the context of the internal market, while 24 % expected 
demand for standardized products to increase. These results 
must be considered in the light of the type of economic 
activity concerned; more detailed results, disaggregated by 
industry, would undoubtedly show some variation but un
fortunately they are not available. 

In addition to deciding whether to adapt the product, there is 
the question of the approach to consumers. Some European 

Table 10 

Main motives given for mergers and joint ventures in 1987-88 

Mergers. including ta keovers and acquisitions of majority holdings 

Improvement of ma rket position 
Expansion 
Complementarity 
Restructuring 
Diversification 
Integration 
Synergism 
Specialization 
Production and marketing 
R&D 
Others 
Not specified 

Total operations 

Source : Eighteenth Report on Competition Policy , EC Commission. 
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70 
54 
49 
41 
23 
6 
5 
5 
2 
2 

19 
107 

383 

manufacturers already practice global marketing throughout 
Europe. One example is the Italian confectionery firm Fer
rero, which sells its products in all European countries using 
the same commercial approach. Orea! also sells certain hair
dressing products throughout the Community in the same 
way. However, the brand images of a single product may 
differ markedly from one Member State to another so that 
advertising campaigns and the approach to the consumer 
have to be adapted to suit each market. 

2.2. External strategies 

After having described the changes in the internal organiza
tion and strategy of businesses prompted by completion of 
the internal market, attention is now focused on their exter
nal strategies. Analysis of recent trends in takeovers, the 
acquisition of minority holdings and the launching of joint 
ventures is based on data published in the specialized press 
relating to the thousand largest firms in the Community 
(Reports on Competition Policy, Commission of the Euro
pean Communities). 

As highlighted by the Eighteenth Competition Report, inter
nal market pressures loom large among the reasons given 
by firms for making purchases or entering into joint ventures. 

In the case of acquisitions, a firm's decision to strengthen 
its market position is largely prompted by the desire to 

Joint ventures 

R&D, production, marketing 
Production 
Restructuring 
Expansion 
Complementarity 
Marketing 
Improvement of market position 
Cooperation 
Diversification 
Production and sales 
Others 
Not specified 

Total operations 

27 
19 
13 
5 
5 
3 
3 
2 
2 
2 

13 
17 

Ill 



attain a critical mass on an integrated internal market. The 
argument, is moreover, often used in the public pronounce
ment of company directors making takeovers. 

(i) Industry 

The total number of acquisitions made and majority hold
ings taken by the largest European industrial firms doubled 
in the three-year period from 1983-84 to 1986-87, rising from 
155 to 303, and increased by a further 34 % between 1986-
87 and 1987-88 to reach the figure of 383. There has therefore 
been a proliferation in the number of company purchases 
among the largest European groups. 

Operations at the national level dominated the scene between 
1983 and 1985, since nearly two-thirds of purchases were 
made by firms in the same Member State. Nevertheless, the 
slowdown in the growth of operations at national level 
(55,9 % in 1987-88 as against 69,6 % in 1986-87) shows that 
the focus in acquisitions is shifting towards international 
operations. If the trend were to continue it would clearly 
demonstrate the importance large firms attach to interna
tionalizing their activities. 

2. Strategic redeployment in progress in firms 

As far as international operations are concerned, the pro
portion of acquisitions at the Community level is appreciably 
larger than those with non-Community partners and has 
been increasing in relative importance since 1983-84. 

Such a trend towards increased concentration among the 
major industrial groups could in the long run give rise to 
competition policy problems, since monopolistic situations 
could arise and hinder the free play of competition. This is 
the case in particular where the sector concerned is relatively 
sheltered from international competition. 1 In some sectors 
where the impact of the internal market will be particularly 
marked, company acquisitions are in response to the need 
to achieve a particular size and will be justified for the firms 
concerned on the grounds of the economies of scale they 
can bring about. 

Acquisitions of minority holdings have also increased con
siderably: their number more than trebled, rising from 54 
to 181 , between 1983-84 and 1987-88. 

I Commission of the European Communities: 'Horizontal mergers and 
competition policy in the European Community', European Economy, 
No 40, May 1989. 
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The effects of the internal market - Sensitive sectors 

Table 11 

Breakdown of mergers/takeovers and acquisitions of majority hold
ings by type of operation (industry) 

Year 

1983-84 
1984-85 
1985-86 
1986-87 
1987-88 

Domestic 
operations 

101 (65,2) 
146 (70,2) 
145 (63,9) 
211 (69,6) 
214 (55,9) 

Community 
operations 

29 (18,7) 
44 (21,2) 
52 (22,9) 
75 (24,8) 

112 (29,2) 

International 
operations 

25 (16,1) 
18 (8,7) 
30 (13,2) 
17 (5,6) 
57 (14,9) 

Total 

155 (100) 
208 (100) 
227 (100) 
303 (100) 
383 (100) 

NB: Figures in parentheses show the percentage of the total number of operations surveyed. 

Source : Reports on Competition Policy (EC Commission, 1988 and 1989). 

As in the case of takeovers, the proportion of international 
operations is increasing, which provides ample demon
stration of the fact that an internationalization process is 
currently under way among European firms. 

Creations of joint subsidiaries have not enjoyed such rapid 
growth over the period under consideration. Between 1983-
84 and 1987-88, their number increased more modestly from 
69 to 111 operations. 

Nevertheless, more than with purchases or acquisitions of 
minority holdings, transfrontier operations predominate 
here, since most joint subsidiaries are set up at Community 
or international level. In 1987-88, American firms accounted 
for 16 of the 35 creations of international joint subsidiaries 
observed, as against 5 cases of joint ventures with Japanese 
firms. 

(ii) Services 

The total number of acquisitions by the largest firms in the 
services sector also increased considerably. Over the period 
1984-85 to 1987-88, the total number of mergers by acqui
sition, and acquisitions of majority holdings in services rose 
from 67 to 17 5 : a 160 % increase over three years, nearly 
double the figure for industry (an 85 % increase over the 
same period). Sectors directly affected by the Directives 
mentioned in the White Paper, such as banking and in
surance, are currently undergoing fundamental restruc
turing. 

Operations within the same Member State account for be
tween 60 and 70 % of the total number of acquisitions 
recorded, a figure which remains relatively stable. As far as 
international operations are concerned, in all the service 
sectors observed (distribution, banking and insurance), ac-
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Table 12 

Breakdown of acquisitions of minority shareholdings by type 
of operation (industry) 

Year Domestic Community International Total 
operations operations operations 

1983-84 37 8 9 54 

1984-85 45 10 12 67 

1985-86 88 20 22 130 

1986-87 84 21 12 117 

1987-88 115 37 29 181 

Source: Reports on Competition Policy (EC Commission, 1988 and 1989). 

Table 13 

Breakdown of new jointly-owned subsidiaries by type of operation 
(industry) 

Year Domestic Community International Total 
operations operations operations • 

1983-84 32 11 26 69 
1984-85 40 15 27 82 
1985-86 34 20 27 81 
1986-87 29 16 45 90 
1987-88 45 31 35 Ill 

Source: Reports on Competition Policy (EC Commission, 1988 and 1989). 

Table 14 

Breakdown of mergers/takeovers and acquisitions of majority hold
ings by type of operation (services) 

Year Domestic Community International Total 
operations operations operations 

1984-85 47 16 4 67 
1985-86 44 13 13 70 
1986-87 79 15 18 112 
1987-88 107 34 34 175 

Source : Reports on Competition Policy (EC Commission, 1988 and 1989). 



2. Strategic redeployment in progress in firms 
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The effects of the internal market - Sensitive sectors 

quisitions are divided roughly equally between operations 
within the Community and those in which one of the two 
parties is based outside Europe. 

Acquisitions of minority holdings in the services sector rose 
from 38 in 1984-85 to 134 operations in 1987-88, a 250 % 
increase in three years, the bulk of that growth being regis
tered between 1986-87 and 1987-88 ( + 145 % in one year). 
International operations account for an even larger pro
portion of minority holdings than outright acquisitions: 
41 % of the former as against some 20 % of the latter in 
1987-88. The trend is most marked in the banking and 
insurance sectors and can be ascribed inter a/ia to the deter
mination of groups outside the Community to gain a foot
hold on the internal market at the earliest opportunity. 

(iii) External strategies and the internal market 

In both industry and services operations such as takeovers, 
acquisitions of minority holdings and joint ventures are 
therefore increasing considerably in number. Such trends, 
reported in studies conducted by Commission departments 
(Competition Reports), are given ample confirmation in a 
wide range of national studies carried out in the Member 
States. A major restructuring process is therefore currently 
under way in Europe, which can be explained partly by 
international factors (the globalization of markets and the 
emergence of newly industrialized countries in particular). 

Table 15 

The creation of a European internal market on which goods 
and persons can move freely is also playing a part in the 
changes observed: takeovers, joint ventures and minority 
holdings can facilitate a more efficient use of economies of 
scale and better coverage of the common market. Such 
operations thus act as an incentive to the more efficient 
distribution of capital and contribute to the efficient working 
of the internal market, provided that monopolistic positions 
are not built up. 

As far as the firm itself is concerned, such acquisitions are 
not necessarily made for the same reasons. As we have 
seen earlier in the case of standardized products, in which 
economies of scale play a major role, the aim pursued in 
buying out competitors is to rationalize the production sys
tem: to close down unprofitable units and set up new pro
duction capacity that is closer to the optimum size. In other 
activities in which products are differentiated and the key 
variable in decision-making is not price, acquisitions may be 
in pursuit of different goals, such as the purchase of brand 
names that are well-known to the consumer, of distribution 
networks, to make contacts with local customers or a well
established image. 

The survey conducted in mid-1989 of European firms' expec
tations from completion of the internal market also provides 
some indications as to the external strategies to which they 
should be giving precedence. 

Influence of the completion of the internal market on the external strategies of firms I 
/%) 

B D E F NL p UK EUR 

Increase in number of mergers and acquisitions of majority share-
holdings 

In the country 40 54 21 51 75 29 43 29 48 
In the European Community 63 54 15 56 67 46 45 51 52 
In the world 46 33 17 27 47 15 23 18 30 

Increase in acquisitions of minority shareholdings 

In the country 3 14 0 II 15 16 12 8 II 
In the European Community 5 20 2 20 24 25 13 23 19 
In the world 4 12 0 6 17 9 4 10 10 

Increase in jointly-owned subsidiaries 

In the country 5 20 I 18 12 13 13 14 
In the European Community 9 33 3 32 25 42 32 28 
In the world 8 20 4 13 12 8 9 13 

I The firm s questioned could tick more than one box: the sum of the percentages is therefore greater than 100. 
Source: Commission depa rtments. 
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First, the results of the questionnaire clearly confirm that 
mergers and majority holdings are generally preferred to 
minority holdings or joint subsidiaries. In Europe as a whole, 
on average nearly 50 % of firms questioned expect there to 
be an increase in take-overs, as against less than 20 % for 
minority holdings and less than 30 % for joint subsidiaries. 

The increase in takeovers is expected to take place first 
and foremost at Community level (52 % of respondents). 
Nevertheless, industrialists in certain countries place empha
sis above all on takeovers within the same country {Italy), 
others on international, and more particularly Community 
operations (United Kingdom, Belgium and the Nether
lands). These results clearly confirm the stance already taken 
by industrialists in the UK and the Netherlands, who are at 
the forefront in transfrontier acquisitions in Europe. 

Minority holdings are envisaged above all at Community 
level. In many cases, they are the first step in making the 
acquaintance of a partner located in another Member State 
and may subsequently lead to a takeover. Between one
fifth and one-quarter of the firms surveyed in the Federal 
Republic of Germany, France, Italy, the Netherlands and 
the United Kingdom anticipate an increase in acquisitions 
of minority holdings at Community level. 

Lastly, creations of joint subsidiaries are also very clearly 
geared to the Community market. Over a third of firms 
surveyed in the Federal Republic of Germany, France, the 
Netherlands and the United Kingdom anticipate that com
pletion of the internal market will lead to the creation of 
more joint subsidiaries. 

All the analyses so far have presented the impact of the 
internal market in highly aggregate terms. Nevertheless, not 
all sectors are affected in the same way by the Directives 
proposed by the Commission, and the dates on which they 
are adopted by the Council and then implemented by the 
Member States depend on the difficulties encountered and 
the possibilities for reaching agreement between Member 
States. It is therefore necessary also to conduct a more 
detailed analysis of the challenges offered by the internal 
market at the sectoral level. 

3. The sectoral challenges of the internal market 

While all sectors will be concerned by the internal market, 
some will undoubtedly be more affected than others, either 
directly through the measures set out in the White Paper, or 
indirectly through keener competition. An initial exercise 
aimed at identifying the most sensitive sectors has been 

3. The sectoral challenges of the internal market 

carried out at the Community level for industry; it is based 
on the application of several criteria taken together. 

The first criterion considered will be the scale of the non
tariff barriers that currently hinder trade between Member 
States: public procurement, standards, taxation and the lack 
of harmonization in external trading policies. The second 
criterion, the disparities between prices for identical goods 
in different Member States, is an additional indicator of 
market fragmentation. The third criterion, namely the.degree 
of penetration (the proportion of demand met by imports), 
shows the importance of trade in the economic life of the 
sector. The potential for achieving economies of scale, which 
is the fourth and last criterion, gives an indication of the 
potential cost reductions that can result from an increase in 
size. 

In the case of industry, some 40 out of 120 sectors, represent
ing approximately 50 % of industrial value-added, will be 
most affected by completion of the internal market. The 
sectors concerned can be classified into four major categories 
according to the extent to which they are open to intra
Community trade and the degree to which prices for the 
same products vary between all the Member States. 

Traditional or tightly regulated public procurement sectors 

Most of the sectors belonging to this first category are 
traditional industries involved in public procurement (rail
way rolling stock and energy production plant, for instance) 
or strictly regulated sectors (pharmaceuticals). 

These sectors have so far been protected, each Member State 
favouring its national 'champion' . Intra-Community trade 
is consequently highly underdeveloped in these cases (the 
degree of intra-Community penetration is 8 %, against an 
average of 18 % for industry as a whole), there are too many 
European manufacturers for the size of the market and price 
disparities are considerable: 25 % against an average of 15 % 
and a maximum of 33 % in the pharmaceuticals industry, as 
a result of certification procedures and price controls. 

In this group of sectors, the internal market effect should 
be extremely pronounced. In the short and medium term, 
the opening-up of public procurement will favour the most 
competitive suppliers at Community level and thus boost 
intra-Community trade and push prices down. Such a change 
in the behaviour of public buyers should lead to major 
restructuring operations (mergers and plant closures) in 
order to facilitate the emergence of production units of 
optimum size with respect to the integrated Community 
market. 
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This is, for example, the case in the electricity power plant 
industry, in which two European giants have been created. 
Asea-Brown Boveri (200 OOO employees) is the result of a 
merger between the Swedish firm Asea and the Swiss com
pany Brown Boveri and is today the European leader in 
the construction of plants for electricity transmission and 
distribution and No 2 in electrical power plant construction. 
Since the merger, the ABB group has been unceasingly 
expanding its basic activities by buying into the different 
Member States: in Italy (acquisition of Marelli, a holding 
in Franco Tosi and discussions with the public authorities 
concerning the restructuring of Italy's publicly owned elec
tricity generating industry), in the Federal Republic of Ger
many (purchase of AEG's turbine operations) and in France 
(creation of a joint subsidiary with Jeumont Schneider). 
Opposite ABB, another European giant was recently formed 
through the joint venture between GEC (United Kingdom) 
and Alsthom (France), which is No I in Europe for electricity 
generation equipment and No 2 (behind ABB) in equipment 
for transmission and distribution. Here too, the strategy is 
the same: to gain a foothold in basic activities in as many 
Member States as possible; thus the purchase of ACEC 
in Belgium and acquisition of a 45 % holding in MAN's 
electricity production division in the Federal Republic of 
Germany. 

Public procurement of high-technology products 

The second group includes such sectors as information tech
nology, office equipment, telecommunications and medical 
equipment. Like the previous group, these sectors are in
volved in public procurement; however, they are areas in 
which demand is rising steeply and the technology content 
of products is high. Moreover, the presence of American 
multinationals on the Community market and the openness 
of the sectors to imports (intra-Community penetration: 
32 %) explain why price disparities between Member States 
are small. 

In these sectors, Japanese or American firms have today a 
major productivity advantage over their European counter
parts . The activities concerned lend themselves to consider
able economies of scale, which are not always properly 
exploited at the Community level. 

Clearly, the market is globalized here, both by the uniformity 
of consumers' needs in all the industrialized countries, and 
by the nature of the competitors and the technological chal
lenges. Enlargement of the market could therefore lead to 
cost reductions for European firms through more intensive 
utilization of economies of scale. The Commission wishes to 
promote cooperation between European firms with that end 
in view. 

3. The sectoral challenges of the internal market 

In the electronic components sector, the three European 
leaders (Siemens, Philips and SGS Thomson) are not yet 
large enough in global terms and have decided to cooperate 
under the Jessi programme, which has a budget of nearly 
ECU 4 OOO million over eight years. 

Mass.:.Consumption products 

The third group alone accounts for 30,8 % of value-added 
by industry, i.e. more than the three other groups combined. 
It encompasses a large number of ordinary consumer goods 
(radios, television sets, household electrical appliances, 
clothing, footwear and toys) and a few intermediate and 
capital goods (motor vehicles, machinery and glass). 

This group should in theory be less affected by the abolition 
of non-tariff barriers: the sectors are already engaged in 
extensive intra-Community trade (intra-Community pen
etration: 35,5 %), and in many areas, there are already 
large firms operating on an extended market. A number of 
technical, administrative or tax barriers nevertheless con
tinue to hinder intra-Community trade and enable fairly 
wide price disparities to exist (nearly 14 %). 

In these sectors the impact of completion of the internal 
market should, initially, be felt chiefly downstream, in the 
distribution channels, rather than upstream, at the pro
duction stage. As far as distribution is concerned, two trends 
are emerging: on the one hand, the central purchasing de
partments of the major distributors are modifying their 
sources of supply and seeking the most competitive supplier 
at Community level; on the other hand, in certain sectors 
producing intermediate or capital goods, customer inte
gration is prompting firms to centralize their distribution 
channels and sales forces. 

Sectors exposed to competition from newly 
industrialized countries 

The last group comprises sectors such as shipbuilding, elec
trical plant and some branches of the agri-foodstuffs indus
try. These are industrial activities in which intra-Community 
trade is limited (intra-Community penetration is only 
11,2 % ) and price disparities are also relatively small (9, 7 % ). 

In some of the sectors in the group (shipbuilding and electri
cal plant), a large volume of trade is conducted with non
member countries, and competition from newly industrial
ized countries is keen. Such factors also explain why price 
disparities are small, despite the low level of intra-Com
munity trade, and so most of the restructuring has already 
taken place in these sectors independently of the large inter-
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nal market. Admittedly, gains in technical efficiency are still 
possible, but should be smaller here than those expected in 
the other groups. 

4. Conclusions 

The implementation of the measures relating to the internal 
market is now well under way. Confronted with the prospect 
of a unified market, finns have anticipated a number of 
ways of how the development of their businesses will be 
affected. New strategies have been implemented in order to 
cope with these changes. Firstly, in the context of a growing 
interdependence of the Member States' economies there 
should be a more rapid growth of intra-Community trade, 
since finns expect to increase their sales outside their dom
estic markets. 

Secondly, finns in the most industrialized countries expect 
to increase their direct investments outside their national 
borders, while in the least industrialized countries there 
should be a growth in direct investment at the national level. 
This process should, therefore, in the long tenn, help the 
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least industrialized countries to catch up with the others and 
contribute to economic convergence. 

Thirdly, finns are in the process of restructuring. In the 
case of standardized products, where economies of scale are 
important, the number of takeovers is growing as finns try 
to reach the optimum size to take advantage of enlarged 
markets. In the case of differentiated products, where quality 
and after-sales service play an important role, takeovers are 
aimed rather at acquiring a brand name, a distribution 
network or an image. These external operations can stimu
late a more effective allocation of capital resources and 
contribute to the efficiency of the internal market, provided 
that no monopoly situation is created. 

Finally, not all sectors are equally affected by the Directives; 
for structural reasons, the strategies adopted can vary be
tween sectors. Using several criteria to assess the fragmen
tation of markets (level of non-tariff barriers, importance of 
intra-Community trade and price differences), it is possible 
to identify the sectors most affected by the internal market. 
In the case of industry, these account for 50 % of industrial 
value-added, and it is here that the adjustment processes 
have already begun. 



The '1992 effect' on private investment 

The impact of 1992 on investment can be analysed at two levels: 

(i) short-term effects associated with the anticipatory reactions 
of firms that have become aware of the opportunities offered 
by 1992; 

(ii) medium-term effects resulting from the favourable in.fluence 
of the implementation of the White Paper programme on the 
determinants of investment and the mechanisms generated by 
the implementation of the programme (effects of scale and 
competition). 

Short-term impact associated withflrms ' anticipatory reactions 

The most recent survey of firms in all 12 Member States, which 
was carried out in mid-1989 and the results of which are analysed 
in Study No 5 on the effects of the internal market shows 
that 31 % of industrial firms surveyed expect completion of the 
internal market to exert a favourable effect on the investments 
made in the domestic market. The question thus arises whether 
the steep rise in investment registered in the Community in 1988 
can already be partly ascribed to a '1992 effect', or whether it is 
merely the result of increased demand and the improved return 
on capital. Given the time lags between investment decisions and 
putting these decisions into effect, then if there was an internal 
market effect in 1988, businesses would need to have become 
aware of the prospects offered by 1992 shortly after publication 
of the White Paper, namely in 1986-87. 

Such an assumption does not look unrealistic in the light of 
trends in mergers by acquisition observed between 1985-86 and 
1986-87: 303 operations in 1986-87 in industry as against 227 
one year before, and 112 operations in 1986-87 in services as 
against 70 a year earlier. 

Company acquisitions are one of the alternatives open to firms 
anticipating the opportunities offered by enlarged markets, the 
other being to invest in greater capacity. 

Another factor that confirms the above assumption is the down
ward bias in investment forecasts for 1988 when the latter are 
based on well-tested econometric equations, using equations data 
from the past. This suggests that the underestimation measures 
the impact of not taking into account the '1992 effect'. 

Thus, the observed trend in investment in 1988 was compared 
with a forecast based on an equation incorporating the values of 
the explanatory variables observed in 1988. This exercise, which 
was conducted using the investment function of the Compact 
model, suggests that anticipation of 1992 by businesses boosted 
investment growth by an additional 1,5 points in 1988. The' 1992 
effect' is thus considered to have accounted for some 17% of the 
growth in private investment. I 

1 Some of the difference could be ascribed to forecasting errors due to the stochastic 
nature of the model underlying the estimated equation. 

3. The sectoral challenges of the internal market 

Medium-term impact 

The simulations carried out for the Cecchini report measured the 
medium-term impact of implementing all the measures envisaged 
in the White Paper, assuming that they were all introduced at 
the same time. A more precise timetable for implementation of 
the 1992 programme now exists which makes it possible to devise 
a scenario on the basis of progress made in removing non-tariff 
barriers. The latter are far from negligible, since over 50% of the 
planned measures have now been adopted by the Council. 

This new scenario, which makes it possible to refine the time 
profile of the macroeconomic effects of the internal market, is 
based on the following assumptions: 

I. The effects of abolition of frontier controls and the opening
up of public procurement will not begin to be felt before 1993, 
given the difficulties encountered in these areas. 

2. The liberalization of financial services will have an impact 
from the end of 1990 onwards, since the proposals for Direc
tives organizing the liberalization of banking and insurance 
services have been transmitted to the Council and in some 
cases already adopted, and the liberalization of capital move
ments should enter into force from July 1990 onwards. 
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3. Lastly, supply-side effects, i.e. the consequences of the reac
tions of firms to their new competitive environment, are as
sumed to come into play from 1988 onwards. Scrutiny of the 
strategic redeployments in progress in European firms clearly 
demonstrates that the latter are anticipating the effects of 1992 
and have already modified their behaviour accordingly .1 

The Commissions' Compact model has been used to evaluate, 
over the period 1989-93, the macroeconomic effects of the inter
nal market scenario, which is based on relatively cautious as
sumptions, particularly as far as the opening-up of public pro
curement and supply-side effects are concerned. 

' This is also the reason why it is assumed that some of the supply-side effects have 
already affected macroeconomic performance in 1988 and that only 50% of those 
effects come into play from 1989 onwards. Furthermore, the effects are spread over 
10 years instead of the six years allowed for in the Cecchini Report simulations. 
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In order to estimate the impact of 1992 on private investment, 
the results of the internal market scenario are compared with 
those of a simulation excluding all 1992-related effects. The 
private investment flows obtained in both simulations are pre
sented in Graph 4. 

The gap between the two curves provides an estimate of the 
'1992 effect' on private investment. According to these results, 
completion of the internal market should boost private invest
ment by 5,6% in 1993. The average annual growth of private 
investment during the period 1988-93 would be 6,3% in the 
internal market scenario as against 5,2% in the alternative one. 
It can therefore be concluded on the basis of such simulations 
that implementation of the 1992 programme and the resulting 
effects could bring about a one-point increase in the annual 
growth of private investment over the coming five years. 
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I. Highlights 

Summary 

World imports and exports increased by a remarkable rate of 6 % per annum on average over the period 1982-88. Jn this 
dynamic world environment, the Community continues to be an active trading partner: its import increases were close to the 
world average. In the aggregate, this trend can be largely explained by increased final demand and lower increases in prices for 
imports than/or domestic production. However, the Community is/a/ling behind in terms of exports: extra-Community exports 
increased much less than world trade. A major explanatory factor for this is the decrease in imports of OPEC countries, of 
which the Community has been a major supplier. The Community is also losing export market shares. This can be largely 
explained by the loss of price competitiveness. Helped by the accession of Spain and Portugal, intra-Community trade expanded 
faster than world trade. Intra-EC exports have grown much more rapidly than extra-EC exports, raising the intra-EC-share of 
Community exports to more than 60 % in 1988. There are two major factors at play here. First, intra-EC exports of high-tech 
products increased strongly over the whole period and boomed in 1988. Secondly, there was a striking accession effect for Spain 
and Portugal. 

1. Highlights 

In a dynamic world environment, the Community continues 
to be an active trading partner but it is falling behind in 
terms of exports to third countries. Helped by the accession 
of Spain and Portugal, intra-Community trade expanded 
faster than world trade. These are the main findings of this 
study which analyses Community trade for the period 1982-
88.1 

A dynamic world environment. World imports and exports 
increased by a remarkable rate of 6 % per annum on average 
over the whole period; 1988 was an exceptional year with 
the strongest growth in world trade since 1976. Growth in 
imports and exports has been somewhat faster in the United 
States of America and Japan than in the EC. OPEC countries 
cut their imports back substantially; suffering from its debt, 
Latin America had a very low import growth. The trade of 
South-East Asian NICs expanded fastest; this is no surprise 
for exports, but it also holds true for imports. These trends 
in world trade are dealt with in Section 2. 

The Community continues to be an active trading partner. 
The Community's import increases were close to the world 
average. In the aggregate, this trend can be largely explained 
by increased final demand and lower increases in prices for 

1 A general methodological disclaimer is necessary . International trade 
data, though abundantly available generally speaking, contain significant 
inconsistencies when drawn from different statistical sources. This is 
especially the case for data concerning price (unit value) and volume 
developments. The analysis which follows is based on different sources. 
This implies that the conclusions based on them should only be taken as 
a broad description of trends. 

imports than for domestic production. On a disaggregated 
level, two specific growth factors emerge. The Community's 
trade in high-tech products was particularly dunamic; in
creases significantly above the average for all products can 
be observed. The growth of extra-Community imports of 
high-tech products was not matched by similar increases in 
extra-EC exports, a worrying development since it has halved 
the high-tech surplus of the Community with the rest of 
the world. The enlargement of the Community has also 
contributed to the high growth in imports; Spain and Portu
gal's extra-EC import increases were about twice as big as 
the Community average. Section 4 provides a fuller analysis 
of the Community as an importer; Member States' trade 
performance is dealt with in Section 5. 

The Community is falling behind in terms of exports. Extra
Community exports increased much less than world trade. 
A major explanatory factor for this is the decrease in imports 
of OPEC countries of which the Community has been a 
major supplier. The Community is also losing export market 
shares. This trend can be largely explained by the loss of price 
competitiveness. However, for the year 1988, the particularly 
pronounced loss in export market shares cannot solely be 
caused by the change in price competitiveness: a reorien
tation of exports from the world towards the internal market 
would seem to have occurred. No conclusive answer can be 
given to the question of how this might be related to the 
completion of the internal market or to cyclical capacity 
constraints. The Community export performance is more 
fully analysed in Section 3. 

Helped by the accession of Spain and Portugal, intra-Com
munity trade expanded faster than world trade. Intra-EC 
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exports have grown much more rapidly than extra-EC ex
ports, raising the intra-EC share of Community exports to 
more than 60 % in 1988. There are two major factors at play 
here. First, intra-EC exports of high-tech products increased 
strongly over the whole period and boomed in 1988. Sec
ondly, there was a striking accession effect for Spain and 
Portugal. Their intra-Community exports increased by about 
twice the Community average. Their intra-EC imports grew 
even faster, by about five times the Community average, 
thus making a significant contribution to the Community's 
rate of growth in intra-EC imports. 

2. Trends in world trade 

During the period 1982-88, the export volume of goods 
increased on average by 5,6 % per annum for the whole 
world; the corresponding figure for the import volume is 
6,2 % (see Tables I and 2). For the years 1984 and 1988 
these increases are considerably higher. Both in 1984 and in 
1988 world imports grew by around 9 % in volume terms. 
In 1984, the main driving force behind world trade was the 
import surge in the United States of some 25 % in volume, 
stimulated by buoyant domestic demand and the high value 
of the dollar. The 1988 increase in world trade was more 
equally spread, with stimuli to trade originating mainly 
outside the United States. 

While the Community's export 1 growth (4,5 % per annum 
on average over the period) has been 1, I % lower than the 
world average, its imports (6,1 % increase) have risen in line 
with this average. Major winners in terms of export growth 
are the South-East Asian NI Cs (14 %) and Canada (7,8 %), 
whereas the OPEC countries' exports (3,4 %) increased much 
more slowly than the average. For imports, there is a dra
matic decline for the OPEC ( - 10 %). The South-East Asian 
NI Cs, Canada and the USA, on the other hand, experienced 
increases of more than I O % . 

For 1988, the export surge in the USA (20,5%), and the 
fast rise in imports in the Pacific (Japan 16,6 %, South-East 
Asian NI Cs, 23 %) are noteworthy. 

3. The Community's export performance 

There are a number of factors determining the evolution of 
Community exports during the period 1982-88: the geo-

1 The expression 'Community exports' is used to denote average (intra- plus 
extra-EC) exports of Community countries, and similarly for imports. In 
all other cases the distinction between intra- and extra-EC trade is made 
explicitly. 
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graphical composition, the commodity composition, export
price competitiveness or other factors such as supply effects 
or market integration effects. In the following analysis of 
exports, these factors are considered in order to obtain a 
broad picture of the structure of Community exports. 

3 .1. Main trends 

There are remarkable differences between the trends ofintra
and extra-Community export volumes over the 1980s (see 
Table 3). From 1982 to 1988, intra-EC export volumes 
increased on average by more than 5 % per annum, while 
extra-EC export volumes remained virtually stagnant. 

Two factors play a role in this development: first, the evol
ution of domestic demand inside the Community was a stable 
one. Moreover, it was accompanied by smaller changes in 
relative price positions, reflecting the exchange-rate stability 
provided by the European Monetary System. 

The relative stability inside the Community is in sharp con
trast with the position of its exports to third countries. After 
decreasing in 1982 and 1983, the export volume to third 
countries followed the increase of world trade in 1984. The 
decline of the dollar almost halved this export growth in 
1985, whereas it turned sharply negative ( - 6 % ) in 1986 
and also declined, but to a lesser extent, in 1987. Only in 
1988 have extra-Community exports picked up again, by 
2 %, but this falls short of the growth in world trade of 9 % 
by a considerable amount. 

As a consequence of the different movements in intra- and 
extra-Community exports, the intra-Community share of 
Community export volume, which stood at about 55 % in 
1982, increased to approximately 62 % in 1988. The corre
sponding value share experienced a similar increase. 

3.2. Analysis of extra-Community exports 

Constant market share analysis 

Europe remains a major world trading partner, but it is 
losing ground. Extra-Community exports of goods as a 
percentage of GDP at current prices, fell from 10,6% in 
1982, to 9,1 % in 1988. This compares, in 1988, to 6,6% for 
the United States, and 9,0 % for Japan. Changes in exports 
may be broken down by means of a so-called constant 
market share analysis (CMSA) into four effects: a world 



3. The Community's export performance 

Table 1 

Export volume of goods, 1982-88 
(% average annual growth rates) 

1988 1982 1983 1984 1985 1986 1987 1988 1 

1982 

BLEU 6,1 1,6 3,9 4,9 4,6 7,7 6,6 9,2 
Denmark 4,6 -0,1 10,3 4,7 5,9 -1 ,9 2,8 6,0 
FR of Germany 4,2 3,2 -0,3 9,0 6,9 0,9 2,8 6,2 
Greece 9,8 1,7 12,6 21 ,0 0,9 17,3 2,6 6,1 
Spain 5,9 6,3 7,2 16,7 2,4 -5,9 8,6 8,0 
France 3,6 - 3,7 3,4 5,5 2,2 - 0,4 3,5 7,9 
Ireland 11,0 7,3 11 ,9 18,6 7,1 3,5 14,6 10,8 
Italy 4,5 - 1,3 3,3 8,0 3,4 4,2 2,5 5,9 
Netherlands 5,3 - 1,0 5,0 6,6 5,0 2,6 4,4 8,2 
Portugal 11 ,5 13,3 21 ,8 13,6 10,5 7,3 8,5 7,8 
United Kingdom 3,0 1,8 0,8 8,1 6,3 - 3,2 5,3 1,4 

EC 4,5 0,8 2,7 8,0 5,0 1,0 4,2 6,3 
OECD excl. EC 5,8 - 4,5 1,7 11 ,8 3,4 1,8 5,2 11 ,3 

United States 5,2 -10,3 -5,9 7,4 - 1,5 2,9 10,1 20,5 
Canada 7,8 - 0,1 7,5 18,1 4,5 4,5 3,1 10,0 
Japan 5,5 -2,0 8,5 15,7 5,7 -0,7 0,3 4,4 

Australia 5,9 7,8 -4,7 21 ,9 10,0 2,6 7,3 0,5 
Austria 5,8 1,3 4,1 9,0 11 ,7 - 1,1 2,1 9,3 
Finland 3,7 -1,4 3,3 9,6 1,2 -0,0 4,0 4,3 
Norway 8,4 1,7 12,2 7,0 6,9 4,1 11 ,1 9,5 
Sweden 5,4 3,7 12,5 8,1 3,7 1,9 3,9 2,8 
Switzerland 4,2 - 3,8 0,1 7,7 12,6 1,9 - 3,2 6,8 
Rest ofOECD 9.1 13,5 8,4 14,2 10,5 0,0 14,7 7,4 

Total OECD 5,2 - 1,9 2,2 9,8 4,2 1,4 4,7 8,8 

OPEC 3,4 - 15,5 - 8,6 - 3,3 - 3,9 3,7 29,6 7,0 
Other developing 8,8 - 6,4 11,1 9,3 6,4 0,8 14,8 10,7 
- NICs 10,8 - 2,5 6,1 13,5 5,5 9,4 17,4 13,3 

- South-East Asian N!Cs 14,0 - 0,2 7,2 15,7 4,8 16,7 24,4 16,3 
- Other N!Cs 5,5 - 5,4 4,6 10,4 6,6 - 1,1 5,4 7,4 

-Other LDCs 5,2 -12,1 19,1 3,5 7,8 - 12,1 10,1 5,4 
CPEs 5,4 4,6 15,3 3,4 - 0,6 7,3 3,6 4,0 

World 5,6 - 3,7 3,5 7,9 3,4 2,0 8,3 8,5 

I Provisional. 
Source: Quest model. 
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Table 2 

Import volume of goods, 1982-88 
( % average annual growlh rales) 

1988 1982 1983 1984 1985 1986 1987 1988 1 

1982 

BLEU 5,8 0,7 -0,6 5,2 3,4 10,1 8,0 9,2 
Denmark 3,9 0,1 3,9 7,3 9,8 5,4 -2,3 -0,1 
FR of Germany 5,2 1,2 3,9 5,4 4,4 5,7 5,4 6,5 
Greece 7,4 10,0 8,0 2,1 13,8 0,7 12,7 7,9 
Spain 9,9 3,5 0,3 -0,9 6,6 17,4 23,5 14,5 
France 5,0 3,4 -1,5 2,4 4,5 8,6 7,3 9,2 
Ireland 4,9 -3,4 3,1 10,1 3,7 2,5 6,2 3,9 
Italy 6,3 -2,0 -2,1 10,9 4,1 7,6 10,9 7,2 
Netherlands 5,7 -0,2 2,9 6,9 7,8 3,5 5,7 7,4 
Portugal 2,0 7,3 -7,5 -0,2 -10,8 -1,0 17,6 17,7 
United Kingdom 8,1 3,4 6,4 9,0 3,9 9,8 6,9 13,0 

EC 6,1 1,5 1,8 6,0 4,7 7,6 7,9 8,8 
OECDexcl. EC 8,8 -4,0 5,8 18,7 3,4 10,7 5,4 9,2 

United States 10,2 -5,2 10,4 26,1 4,4 12,3 3,5 6,1 
Canada 10,4 -17,7 10,8 18,9 5,9 8,8 4,0 14,5 
Japan 7,8 -0,4 1,0 10,6 -4,3 14,5 10,0 16,6 

Australia 3,5 7,9 -16,6 20,9 5,8 -3,6 1,2 18,1 
Austria 6,2 -0,8 5,8 8,4 6,9 3,2 4,9 7,7 
Finland 6,2 1,2 3,1 -0,1 6,5 6,3 13,4 8,4 
Norway 3,4 6,5 -6,4 13,3 10,9 12,5 - 1,2 -6,7 
Sweden 5,4 4,9 2,7 5,3 9,1 3,2 8,0 4,5 
Switzerland 6,8 -1,5 4,6 8,1 5,0 8,7 6,0 8,1 
Rest ofOECD 10,3 2,2 6,4 24,4 4,7 8,4 16,0 3,3 

Total OECD 7,4 -1,2 3,7 12,3 4,0 9,2 6,6 9,0 

OPEC -10,0 8,7 -8,6 -11,0 -14,7 -19,1 -4,5 -1,0 
Other developing 7,7 -10,3 3,9 7,6 11,4 2,0 8,3 13,5 
- NICs 7,8 -4,8 -3,0 4,9 -0,1 12,8 17,3 17,0 

- South-East Asian NICs 11,4 -1,9 -0,1 9,5 2,3 12,5 23,7 23,0 
- Other NICs 2,2 -8,2 -6,8 -1,3 -3,8 13,3 7,1 5,9 

- Other LDCs 7,5 -17,0 13,4 10,7 24,3 -7,7 -1,6 9,0 
CPEs 4,5 2,0 12,7 3,1 4,2 -0,6 0,0 8,0 

World 6,2 -1,9 3,4 8,8 4,1 5,6 5,9 9,4 

I Provisional. 

Source: Quest model. 
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Table 3 

Export volume of goods by Member State (SITC 0-8), 1982-88 
(% average annual growth rates ) 

1988 1982 1983 1984 1985 1986 · 1987 19881 Structure 

1982 (1987) 

BLEU Intra 4,8 2,2 2,8 3,4 2,5 5,6 7,0 7,5 10,7 76,0 
Extra 4,4 0,0 4,7 10,8 4,3 -0,7 1,8 6,1 5,0 24,0 
World 4,4 0,6 3,4 5,4 2,7 3,4 5,6 5,9 8,4 100,0 

Denmark Intra 4,2 5,5 9,8 -4,8 6,2 3,4 4,6 6,7 2,2 48,3 
Extra 5,0 -3,6 10,5 13,6 4,3 -1,8 -1,0 5,1 3,4 51,7 
World 4,6 0,8 10,6 5,3 5,1 -0,1 1,3 5,9 2,7 100,0 

FR of Germany Intra 4,6 5,2 -0,9 8,1 5,4 3,3 4,9 7,1 27,9 53,0 
Extra 1,0 -0,7 -2,8 9,3 7,5 .:... 3,9 -3,4 0,4 36,3 47,0 
World 2,9 1,6 -2,0 8,6 6,2 -0,8 1,1 4,6 31,3 100,0 

Greece Intra 12,62 28,2 17,5 -4,1 31,6 -4,8 0,8 67,5 
Extra 0,32 7,3 12,3 2,2 -3,7 - 14,2 0,6 32,5 
World 6,82 17,0 15,3 -1,0 13,9 -8,6 0,7 100,0 

Spain Intra 9,13 7,3 7,1 13,1 4,0 59,9 
Extra -6,93 -18,0 -4,5 2,9 3,9 40,1 
World 2,73 -3,7 3,1 9,1 4,0 100,0 

France Intra 6,9 -3,9 4,0 6,1 5,7 1,7 7,0 17,5 15,4 60,5 
Extra 0,4 -4,1 1,6 6,2 1,2 -12,2 -2,6 9,9 14,8 39,5 
World 4,0 -4,1 2,9 6,2 3,5 -5,0 2,9 14,4 15,2 100,0 

Ireland Intra 9,4 5,0 9,2 14,1 2,1 5,3 14,8 11,1 2,1 74,3 
Extra 7,5 6,0 16,3 15,6 12,0 -5,0 8,5 -0,2 1,1 25,7 
World 9,0 4,7 11,2 14,9 4,7 1,6 12,8 9,2 1,7 100,0 

Italy Intra 4,2 6,6 1,6 2,5 5,8 6,0 4,5 5,0 12,0 56,4 
Extra -0,6 -7,0 1,2 7,3 5,3 -8,8 -4,7 -2,7 13,6 43,6 
World 1,8 -0,9 0,9 4,9 5,4 -1,9 0,1 1,7 12,6 100,0 

Netherlands Intra 6,1 -0,2 4,6 7,1 6,8 5,5 4,8 7,7 12,8 77,3 
Extra 3,8 -0,5 5,7 5,0 2,6 -4,2 2,8 11,7 5,5 22,7 
World 5,4 -1,5 5,1 6,5 5,6 3,8 4,4 7,2 9,8 100,0 

Portugal Intra 12,43 15,2 12,9 9,1 1,2 71,9 
Extra -0,43 -6,9 1,5 4,4 0,7 28,1 
World 8,63 7,6 9,7 8,5 1,0 100,0 

United Kingdom Intra 6,0 1,0 2,9 10,5 8,2 5,6 6,5 2,4 10,9 51,2 
Extra -0,8 -0,3 -9,2 4,2 1,2 -0,9 0,7 -0,2 15,2 48,8 
World 2,6 0,9 -3,6 6,6 2,9 3,7 4,1 2,3 12,6 100,0 

EC Intra 5,5 2,2 2,5 6,6 5,6 4,7 5,8 7,9 100,0 59,5 
Extra 0,7 -2,0 -1,2 7,5 4,4 -5,9 -2,1 2,0 100,0 40,5 
World 3,4 -0,2 0,9 6,9 4,6 0,1 2,6 5,6 100,0 100,0 

Source: Eurostat Trend, Comext. EC: until 1985: EU R 10. 
The 1987 structure is with respect to the EC (first column) or world {second column). 

I Provisional. 
l 1987/1982. 
) 1988/1985. 
Note: Due to the statistical techniques used to derive the volume indices. the growth rates for trade with the world may lie outside the interval determined by the intra-EC and extra-EC growth 

rates. 
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trade effect, a product composition effect, a geographical 
distribution effect and a remainder which contains the effects 
of such diverse factors as price competitiveness or supply 
effects. 

Table 4 contains such a breakdown for the export volumes 
of the Community (extra-EC trade), the United States and 
Japan over the period 1963-87. This table provides a global 
view of the structural factors explaining export volume 
growth of these three entities, leaving the content of residual 
factors to be explained. 

It appears from the table that the Community has, except 
for the period 1973-81 and in 1985, 1 not been able to match 
the growth of world trade. Until 1973, this was due in small 
part to the geographical distribution of Community exports 
to third countries, but mainly explained by residual factors, 
while product composition exerted a small positive influence. 
After 1973, the latter factor became less positive and had a 
small negative influence from 1982 onwards. From 1973 to 
1981, the geographical composition turned out to be slightly 
beneficial, whereas the negative effect of the remainder, 
though still present, was reduced compared to the decade 
before. Throughout the 1980s, these trends seem to have 
been reversed. The geographical spread of Community ex
ports to third countries exerted a fairly strong negative 
influence, for instance in 1985-86 when Community exports 
were affected by the decrease in imports of OPEC and least 
developed countries. The effect of the remainder was positive 
until 1986, but became strongly negative in 1987. In what 
follows, the composition effects (product composition and 
geographical composition) and the effects of the remainder 
are further analysed. 

Geographical structure and product specialization 

The geographical structure of the value of extra-Community 
exports over the period 1973-87 shows considerable variation 
for manufactured products (see Table 5). Over the period 
1982-87, the importance of the OECD as an export market 
for the Community increased by 15 percentage points, nearly 
matched (13 percentage points) by the reduced weight of the 
OPEC countries. The combined share of Japan and South
East Asian countries rose from 5, 7 % in 1982 to 7 ,9 % in 
1987; the export share of the USA increased from 13, 7 to 
20,1 %. Due to the small share of its exports to South-East 
Asian countries, the Community has not benefited much 
from their import surge (more than 20 % per annum) in 
1987-88. 

1 It should be noted that for any other than year-to-year changes, the 
breakdown in growth rates does not add up to the total due to the use 
of average annual growth rates. 
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As regards product specialization, until 1985, the Com
munity continued to specialize in products for which world 
demand was generally weak over the recent past2 (see Table 
6). Since 1986, this trend seems to have been reversed: 
the Community's specialization in products with strong or 
moderate demand growth now almost equals the average of 
the OECD countries. This favourable reorientation of the 
Community's export industry is, for instance, fairly pro
nounced in the car industry and even more for ships and 
aircraft. 

Export volume market shares and price competitiveness 

The shortfall of extra-Community exports with respect to 
the development of world trade can thus be explained in 
some part by composition effects. The effects of others 
variables, however, have been of equal importance. Table 7 
compares an indicator of export market volume shares to 
one for price competitiveness for the Community, the United 
States and Japan. The market share indicator is defined, on 
the basis of aggregate trade data, as the difference between 
annual (extra-EC) export volume growth and the growth of 
weighted world demand. The competitiveness variable is 
defined as the difference between the growth rate of double
weighted export prices of competitors and the growth rate 
of the own export price. The two variables are therefore 
expected to be positively related: an improvement in price 
competitiveness should improve export volume market 
shares. 

The table points to a continued loss of export volume market 
shares for the Community on third markets through the 
1980s, with an average differential of more than 6 % between 
the annual growth of extra-Community export volumes and 
weighted market growth. From 1982 to 1984, this loss seems 

2 On the basis of a breakdown of industry into 14 branches, it is possible 
to compare and classify the branches in question according to the rate 
of growth of domestic demand. By considering the evolution of domestic 
demand in the OECD countries those branches can then be regrouped 
into three categories: strong, moderate, and weak demand sectors. Office 
machines, data-processing equipment, electrical and electronic equip
ment, chemicals and pharmaceuticals belong to the strong demand sectors 
(average annual increase higher than 5 %). The moderate demand group 
(average growth rate around 3 % ) includes rubber, plastics, transport 
equipment, foodstuffs, paper, printing, industrial and agricultural ma
chinery. Finally, the weak demand group (average growth below 2 %) 
mcludes metal products, miscellaneous industrial products, ferrous and 
non-ferrous metals, textiles, leather, non-metallic minerals. The definition 
of demand used is the following: domestic demand = domestic pro
duction intended for national markets + imports. This definition of 
domestic demand, or apparent consumption, is a far wider concept than 
final_demand, since it also includes intermediate consumption. The period 
considered to establish the classification of branches was 1972-85. (For 
more detailed information see European Economy No 39, March 1989, 
Chapter 3). 



3. The Community's export performance 

Table 4 

Constant market share analysis of export volume growth, 1963-87 
( % average annual growth rates) 

1973 1981 1982 1983 1984 1985 1986 1987 1987 

1963 1973 1982 

Community 

World trade effect 9,5 3,9 -1,6 3,4 9,8 2,5 0,5 4,0 4,0 
Product composition effect 0,7 0,1 -0,2 -0,7 -0,4 0,2 -0,1 -0,1 -0,2 
Geographical distribution effect -0,8 1,5 -1,7 -0,8 -0,7 -1,3 -4,5 -2,0 -1,9 
Other effects (competitivity etc.) -4,0 -1 ,2 1,6 0,3 0,1 3,4 1,9 -1,9 0,7 
Total change in exports 7,8 4,3 -1,9 2,2 8,9 4,8 -2,3 -0,1 2,6 

United States 

World trade effect 9,5 3,9 -1,6 3,4 9,8 2,5 0,5 4,0 4,0 
Product composition effect -0,l 0,4 0,0 -0,4 0,3 -1,0 0,0 0,6 -0,l 
Geographical distribution effect -2,5 0,4 -3,2 -2,0 0,8 -2,2 -0,3 1,9 -0,4 
Other effects (competitivity etc.) -0,4 1,1 -3,2 -7,6 -0,4 -10,5 2,2 6,8 -2,l 
Total change in exports 8,2 5,3 -8,1 -6,5 10,5 -11,2 2,3 13,3 1,2 

Japan 

World trade effect 9,2 3,9 -1,6 3,4 9,8 2,5 0,5 4,0 4,0 
Product composition effect 0,6 0,1 0,0 -0,5 2,5 -0,3 -0,7 -0,4 0,1 
Geographical distribution effect -2,3 1,3 0,5 2,7 3,3 -0,3 -2,4 -2,4 0,2 
Other effects (competitivity etc.) 8,0 4,3 -1,9 1,5 - 1,0 2,0 0,2 -2,8 0,0 
Total change in exports 13,3 8,2 -3,0 7,1 14,6 4,0 -2,4 -1,6 4,2 

Source: Volimex databank. 
Note: World trade effect is with respect to OECD trade. 

Table 5 

Geographical distribution of the Community's industrial exports (extra-EC) 
( % ) 

1973 1979 1982 1983 1984 1985 1986 1987 

OECD 57, l 48,0 42,5 45,4 49,6 52,4 55,9 57,3 
USA 17,6 13,3 13,7 15,7 19,5 21,0 20,8 20,l 
Japan 3,2 2,6 2,3 2,6 2,7 2,7 3,2 3,9 
EFTA 24,9 22,8 20,0 20,6 20,3 20,9 24,1 25,6 
Rest ofOECD 11,4 9,2 6,4 6,5 7,2 7,9 7,7 7,7 

East-European countries 8,7 8,1 6,2 6,6 5,8 5,7 5,5 5,4 
Developing countries 28,6 38,3 43,7 39,8 37,0 34,0 30,l 27,9 
of which : Latin America 6,2 6,3 5,4 4,4 4,3 4,2 4,4 4,4 

South-East Asia 3,1 3,8 3,4 3,6 3,6 3,5 3,5 4,0 
Africa (excluding OPEC) 4,9 4,2 6,2 5,4 5,5 4,9 4,5 4,5 
OPEC 8,9 16,8 21,6 19,0 16,3 13,7 10,6 8,7 

Rest of the world 5,6 5,6 7,6 8,3 7,7 7,9 8,5 9,5 
Total 100,0 100,0 100,0 100,0 100,0 100,0 100,0 100,0 

Source : Volimcx databank. 
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Table 6 

Export specialization indices, 1973-87 

1973 1979 1980 1981 1982 1983 1984 

Community (extra-EC) 

Agriculture 0,38 0,40 0,45 0,48 0,46 0,47 0,51 
Energy 0,83 0,84 0,83 0,94 0,91 0,86 0,81 
Manufacturing 1,00 1,00 1,00 1,00 1,00 1,00 1,00 
- Strong demand 1,01 0,98 0,97 0,94 0,94 0,95 0,93 
- Moderate demand 1,01 0,99 1,01 0,99 0,99 0,97 0,96 
- Weak demand 0,98 1,04 1,02 1,07 1,09 1,12 1,16 
Total 0,94 0,95 0,96 0,97 0,97 0,97 0,96 

United States 

Agriculture 2,96 2,91 2,83 2,59 2,61 2,61 2,67 
Energy 0,90 0,73 0,66 0,66 0,81 0,69 0,65 
Manufacturing 1,00 1,00 1,00 1,00 1,00 1,00 1,00 
- Strong demand 1,13 1,19 1,18 1,16 1,22 1,23 1,26 
- Moderate demand 1,21 1,16 1,12 1,14 1,11 1,11 1,09 
- Weak demand 0,58 0,57 0,65 0,57 0,54 0,53 0,50 
Total 1,17 1,11 1,09 1,08 1,08 1,07 1,09 

Japan 

Agriculture 0,12 0,05 0,05 0,04 0,05 0,05 0,04 
Energy 0,06 0,05 0,05 0,04 0,03 0,03 0,03 
Manufacturing 1,00 1,00 1,00 1,00 1,00 1,00 1,00 
- Strong demand 1,17 1,15 1,14 1,15 1,14 1,20 1,23 
- Moderate demand 0,88 0,96 0,99 0,98 0,96 0,97 0,97 
- Weak demand 1,04 0,92 0,88 0,87 0,92 0,81 0,75 
Total 0,90 0,88 0,87 0,86 0,86 0,86 0,86 

Source: Volimex databank; export share in OECD exports (including intra-EC trade) by product divided by average for manufactured products. 

Table 7 

Gains in export volume market shares and price competitivenes.s, 1960-88 

1973 

1960 

Community 
Gain in market shares -2,22 

Gain in price competitiveness -0,42 

United States 
Gain in market shares -1,5 
Gain in price competitiveness 0,5 

Japan 
Gain in market shares 8,4 
Gain in price competitiveness 1,5 

Sources: Eurostat Trend, Volimex databanlc. and Quest model. 
1 Provisional. 
2 1973/1963. 

1981 1982 

1973 

0,2 -3,0 
2,8 -0,6 

-0,0 -4,9 
1,0 -6, 1 

3,0 1,3 
2,4 3,4 

1983 1984 1985 1986 

-5,7 -8,8 -0,6 - 9,9 
- 1,2 2,5 -5,3 -20,9 

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

0,4 -7,1 - 3,2 -8,2 
-2,4 -1,8 - 1,6 -15,9 

( manufacluring producls = I ) 

1985 1986 1987 

0,59 0,58 0,55 
0,79 0,78 0,85 
1,00 1,00 1,00 
0,96 0,97 0,96 
0,94 0,95 0,97 
1,16 1,14 1,11 
0,97 0,98 0,98 

2,32 2,10 2,09 
0,69 0,89 0,82 
1,00 1,00 1,00 
1,22 1,24 1,24 
1,12 1,09 1,07 
0,48 0,49 0,52 
1,06 1,07 1,10 

0,05 0,05 0,05 
0,03 0,04 0,06 
1,00 1,00 1,00 
1,22 1,25 1,27 
0,99 1,00 1,00 
0,72 0,64 0,60 
0,87 0,90 0,90 

(% average annual growth rates) 

1987 19881 1988 

1982 

-3,9 -11,2 -6,1 
-11,9 -1,3 -5,3 

6,1 6,2 -0,8 
6,4 0,2 - 0,1 

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

Note: Gains in export volume market shares are defined as the difference between the average annual growth of export volume (for the Community: extra-EC) and weighted world import volume 
(for the Community: extra-EC). Gains in price competitiveness are defined as the difference between the average annual growth of double-weighted competitors' export prices (for the 
Community: extra-EC) and the export price (for the Community: extra-EC). 
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to have hardly any relationship with the price competitive
ness of the Community, which improved on average. This 
implies that other factors must have played a dominant role. 
The loss of price competitiveness in the wake of the fall of 
the dollar seems to have had some (lagged) influence on 
volume market shares, however. The 1988 loss of volume 
market shares of more than 11 % , on the other hand, can 
only be partly explained by the Community's export price 
position, implying that other, possibly supply-related, fac
tors could have exterted some influence. In this context one 
could think of a European version of a phenomenon well
known in the United States and some European countries, 
whereby a high degree of utilization of production capacities 
(as presently observed) trends to have a negative effect on 
exports. Transposed to the Community, this might imply a 
two-tier system where high degrees of capacity utilization 
would affect intra-Community exports less than extra-Com
munity exports, since the Community market is more inte
grated than the world market. 

For the United States and Japan, the relationship between 
export volume shares and price competitiveness seems to be 
more stable than that for the Community, thus highlighting 
the possibility of structural changes inside the Community. 

3.3. Export trends for high-tech and other 
products 

Product categories 

The present decade has not only been characterized by 
considerable differences in the growth of intra- and extra
Community export volumes, but also by equally diverse 
trends among product categories (see Table 8). Quite re
markably, intra-Community export volume growth rates 
have been consistently positive for each category of manufac
tured products from 1984 onwards, contrary to the develop
ments for extra-Community exports, which mostly declined 
in 1986 and 1987. The table also shows how the 1984 export 
boom for each product category excluding fuels was led by 
extra-Community exports. This is in sharp contrast to the 
export volume surge in 1988, when intra-Community exports 
in manufactured goods, for instance, increased by l O % 
compared to 2 % for extra-Community exports. 

High-tech 

Export volume trends for high-tech products show that for 
the whole period 1982-88 the dynamic development of their 
intra-Community exports (8,3 % annual average) was re-

4. The Community as an importer 

markable (see Table 9); their extra-Community exports, on 
the other hand, increased by a much lower 1,9 % . 

Moreover, the 1988 intra-Community trade expansion was 
clearly fuelled by trade in high-tech products, for which 
intra-Community exports increased by more than 20 %. 
Among the chemical high-tech products, both pharmaceu
ticals and plastics expanded strongly inside the Community 
in 1988, by 13 % and 27 % respectively, with the extra
Community trade for plastics also increasing significantly, 
by 18 %. Among machinery and equipment goods, intra
Community exports of power equipment, 1 specialized ma
chinery and electrical machinery all expanded by around 
17%, ships and aircraft even increasing by almost 100%. 
For computers, telecommunication equipment and con
sumer electronics, the 1988 increase in intra-Community 
exports, though still sizeable with rates of growth of 7,5 and 
9 %, fell short of the growth of the other categories. As will 
be seen below, intra-Community exports of these products 
were faced with strongly expanding extra-Community im
ports in 1988. Moreover, the extra-Community export 
growth of these products, together with specialized machin
ery, was virtually zero in 1988 or decreased markedly, as 
for telecommunication and consumer electronics products, 
which decreased by 14%. For professional/scientific and 
photo/optical equipment, intra-Community exports in
creased in line with the average for equipment goods in 
1988. For these categories, extra-Community exports, with 
increases of 8 to 9 %, moved along with average world trade. 
The conclusion seems to emerge that for sensitive high-tech 
sectors such as computers, telecommunication and consumer 
electronics, the Community, firstly, seems to be concentrat
ing on its own market, but, secondly, even in its own market 
is losing part of its market shares. In the markets of third 
countries, the loss of volume shares seems even more pro
nounced for these products. Given the possible presence of 
supply constraints, this may be a temporary phenomenon, 
which nevertheless deserves attention as the completion of 
the internal market proceeds. 

4. The Community as an importer 

4.1. Main trends 

During the period 1982-88, the Community's final demand 
has grown at an annual average rate of 2,9 % , compared to 
1,4 % during the 1974-81 period. In fact, since 1982 the 

1 As may be seen from Table 15, the 1988 growth rate of the intra-EC 
import volume of power generating equipment is negative. This points 
to statistical uncertainties concerning this particular category. 
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Table 8 

Community export volume by SITC groupings, 1982-88 
(% a¥erage annual growth rates ) 

1988 1982 1983 1984 1985 1986 1987 1988 1 Structure 

1982 (1987) 

SITC 0+ I Intra 4,2 4,1 2,1 7,1 4,8 5,8 3,5 2,2 12,3 71,6 
Food, beverages Extra 0,8 -5,7 1,0 8,6 3,4 -9,3 2,5 -0,4 7,1 28,4 
and tobacco World 3,1 0,1 1,6 7,8 4,3 0,5 2,8 1,6 10,2 100,0 

SITC 2+4 Intra 5,9 -0,8 8,8 4,0 7,6 -0,5 8,4 7,4 3,8 71,1 
Raw Extra 4,6 -6,9 7,9 9,8 5,1 -7,1 9,7 3,1 2,3 28,9 
materials World 5,3 -2,9 9,4 6,0 6,7 -2,9 8,1 5,0 3,2 100,0 

SITC 3 Intra 0,6 -1,9 10,4 7,3 5,8 -1 ,7 -4,9 -11,8 4,9 71,6 
Fuels Extra -1,6 6,6 -2,3 -2,4 0,4 4,8 -7,2 -2,7 2,8 28,4 

World 0,0 0,2 4,8 3,6 3,8 -1,6 -4,1 -6,0 4,1 100,0 

SITC 5-8 Intra 5,7 2,7 0,9 6,6 5,5 5,0 6,9 9,8 73,4 56,7 
Manufactured Extra 0,4 -2,4 - 1,7 8,1 4,5 -7,0 -2,8 2,2 81,5 43,3 
products World 3,2 -0,1 - 0,4 7,4 4,5 -0,9 2,6 6,5 72,7 100,0 

SITC 5 Intra 6,5 5,6 5,4 8,8 6,2 3,6 6,5 8,7 10,8 58,2 
Chemicals Extra 3,2 0,2 8,2 8,2 4,9 -6,6 0,9 4,5 11,2 41,8 

World 5,4 1,2 7,3 9,0 5,7 -0,5 4,3 6,6 10,9 100,0 

SITC 6 Intra 4,6 -0,8 1,7 6,9 3,3 4,1 4,3 7,7 18,6 60,2 
Basic Extra 0,1 -6,1 - 0,4 8,2 0,7 -9,3 -0,7 2,8 17,9 39,8 
manufacturing World 2,6 -3,6 0,9 7,3 2,1 -2,4 2,3 5,9 18,3 100,0 

SITC 7 Intra 5,7 4,1 - 1,7 5,6 6,4 4,3 8,0 12,3 32,4 54,8 
Machinery and Extra -1,5 - 2,5 -6,4 6,0 4,2 -7,5 5,6 1,3 39,0 45,2 
equipment World 1,9 0,5 -4,5 5,6 4,2 -2,0 1,5 7,0 35,1 100,0 

SITC8 Intra 6,3 2,4 1,7 6,2 5,9 9,2 8,6 6,3 11,7 55,8 
Other Extra 4,4 3,0 3,6 16,1 10,8 -4,5 -1,0 2,6 13,4 44,2 
manufacturing World 5,6 2,6 2,7 11,0 8,3 2,5 4,1 5,0 12,4 100,0 

SITC 0-8 Intra 5,5 2,2 2,5 6,6 5,6 4,7 5,8 7,9 94,5 59,5 
Total excluding Extra 0,7 -2,0 -1,2 7,5 4,4 -5,9 -2,1 2,0 93,7 40,5 
products n.e.s. World 3,4 -0,2 0,9 6,9 4,6 0,1 2,6 5,6 94,2 100,0 

SITC 0-9 Intra 100,0 59,3 
Total Extra 100,0 40,7 

World 100,0 100,0 

Source: Eurostat Trend . Comext. Until 1985: EUR 10. Classification used: SITC Rev. 2. The 1987 structure is with respect to SITC 0-9 (first column) or with respect to world (second column). 
l Provisional. 
Note: See Table 3. 
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Table 9 

Community export volume of high-technology categories, 1982-88 

(% average annual growth roles) 

1988 1982 1983 1984 1985 1986 1987 1988 1 Structure 

1982 
(1987) 

SITC 54 Intra 5,9 5,5 3,0 6,7 8,1 3,3 1,5 13,3 4,6 43,0 

(Medicine and Extra 1,3 1,1 0,8 7,1 3,3 -2,5 -3,7 2,8 7,1 57,0 

pharmaceuticals) World 3,4 2,2 1,6 7,4 5,1 -0,5 -1,4 8,3 5,6 100,0 

SITC 58 Intra 11,6 6,5 10,7 7,9 8,9 7,8 8,6 27,0 14,3 67,1 

(Plastics Extra 6,0 -1,4 11,7 8,0 3,4 -4,4 1,0 17,8 8,2 32,9 

etc.) World 10,0 1,3 11,0 8,0 6,9 3,2 6,0 26,1 11,3 100,0 

SITC 71 Intra 1,7 -3,9 -8,2 1,5 5,1 -3,0 -0,5 16,9 7,8 44,3 

(Power Extra -2,0 -4,6 -10,8 -0,9 1,5 -8,1 -4,2 9,9 11,4 55,7 

equipment) World -0,9 -4,4 -9,8 0,8 2,6 -6,6 -3,0 12,5 9,1 100,0 

SITC 72 Intra 4,4 0,1 -5,3 4,5 5,4 0,3 5,1 17,5 14,1 42,9 

(Specialized Extra -3,4 -10,3 -14,1 3,2 5,9 -5,2 -10,2 0,5 21,9 57,l 

machinery) World -0,4 -7,2 -11,5 3,7 5,7 -3,2 -4,4 8,9 17,0 100,0 

SITC 75 Intra 14,1 9,7 15,9 26,9 11,7 5,3 19,l 7,4 17,6 70,3 

(Computers Extra 12,4 11,8 17,l 35,6 19,0 -0,2 5,0 1,6 8,6 29,7 

etc.) World 13 ,7 10,6 16,0 30,3 14,2 3,0 14,8 5,9 12,9 100,0 

SITC 76 Intra 8,0 0,5 0,3 4,3 9,3 14,5 11 ,4 9,1 6,6 53,2 

(Telecom and Extra -3,2 4,4 -9,8 6,0 6,2 -8,4 2,5 -13,6 6,7 46,8 

cons. elect.) World 1,8 2,2 -4,6 3,1 6,9 1,9 6,4 -2,1 6,7 100,0 

SITC 77 Intra 8,9 6,8 2,1 11,2 8,8 6,9 6,4 18,7 19,2 57,3 

(Electrical Extra 4,4 5,9 0,2 7,6 6,6 -0,8 -0,5 13,9 16,6 42,7 

machinery) World 6,2 6,2 0,9 9,6 7,5 2,8 3,2 13,8 18,4 100,0 

SITC 79 Intra 2,3 22,9 -27,7 13,3 -14,1 -19,9 3,6 96,3 5,5 47,6 

(Ships, Extra -0,9 1,0 3,9 11 ,5 -25,3 -24,l -3,8 49,5 7,0 52,4 

aircraft) World -1,3 10,6 -8,9 14,5 -23,4 -21,2 1,6 44,1 8,1 100,0 

SITC 87 Intra 8,8 4,2 2,4 10,9 13,0 8,3 6,7 11,7 6,3 46,2 

(Professional and Extra 7,7 3,3 3,1 19,l 20,4 -3,4 0,2 8,8 8,6 53,8 

scientific equipment) World 8,3 3,5 2,7 16,0 17,2 1,1 3,0 10,7 7,1 100,0 

SITC 88 Intra 6,0 1,4 1,1 6,9 6,7 1,2 9,7 11,0 3,9 53,9 

(Photo and Extra 5,4 5,2 4,2 15,6 9,1 -6,2 2,9 7,7 3,9 46,l 

optical equipment) World 6,2 3,0 2,3 11,8 7,6 0,0 6,2 9,6 3,9 100,0 

Total Intra 8,3 5,5 2,2 11,0 7,5 3,8 8,3 20,2 100,0 53,7 

High- Extra 1,9 0,0 -1,8 9,7 5,4 -5,5 -2,5 9,0 100,0 46,3 

technology World 4,9 2,5 0,0 10,6 5,5 -1,4 3,1 13,9 100,0 100,0 

Source: Eurostat Trend. Comext. Until 1985: EUR 10. Classification used: SITC Rev. 2. The 1987 st ructure is with respect to the total for high-tech products (first column) or world (second 
column). 

I Provisional. 
No,e: See Table 3. 
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Table 10 

Comparison of Community imports and final demand, 1960-88 

1973 1981 1982 

1960 1973 

Volumes 

Final demand (including stocks) 4,9 1,4 0,9 
Imports of goods (intra + extra) 9,0 2,3 1,6 

Imports of goods (SITC 0-8)1 

- Intra-EC 2,0 
- Extra-EC -2,5 

Dejlators 

Final demand (including stocks) 5,1 12,8 9,9 
Imports of goods (intra + extra) 2,7 13,7 6,7 

Source: Commission services. 
I Source: Eurostat Trend. until 1985: EUR 10. 

Community's final demand has progressively accelerated, 
recording, in 1988, an annual rate of growth of 4,4 % . As 
shown in Table 10, the increase in Community imports (intra 
plus extra) was considerably bigger than the rate of increase 
in final demand: during the period 1982-88 the former rose, 
on average, twice as fast the latter (6,3 % against 2,9 %). 
After a major slowdown in the early 1980s, Community 
imports (in volume terms) have recovered well, and in 1988 
they rose by 9,1 %. 

A country's final demand is met either by domestic pro
duction or by imports. The choice of the economic agents 
between Community-produced and foreign products is lar
gely based on criteria such as price, quality, capacity con
straints and technological content. With regard to relative 
prices, it can be seen (Table I 0) that after the 1974-81 period, 
during which the price of final demand (i.e. domestic plus 
imported goods) increased on average less rapidly than for 
imported goods ( 12,8 % against 13, 7 % ), the price differen
tial between imported and domestic goods widened substan
tially over the following period (1982-88) in favour of im
ports (whose average price decreased annually by - 0,5 % 
against an increase of 5,3 % for final demand). The price 
gap became larger in 1986 and 1987 as a consequence of the 
oil-price fall and the dollar depreciation. Although in 1988 
the price differential narrowed, import volumes continued 
to accelerate, suggesting that non-price factors are also play
ing an important role in determining the relative competitive
ness of imports. 
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( % average annual growlh rate.s ) 

1983 1984 1985 1986 1987 1988 1988 

1982 

1,1 1,8 2,3 3,9 4,0 4,4 2,9 
2,1 6,8 5,0 6,6 8,1 9,1 6,3 

3,4 6,1 6,5 4,4 6,3 7,3 5,7 
0,8 4,7 2,4 6,2 6,7 10,5 4,9 

8,2 7,0 5,7 3,7 3,5 3,8 5,3 
3,1 7,6 2,8 - 13,8 - 3,1 1,8 - 0,5 

Although the largest share (some 59 % in 1987) is still 
represented by intra-EC imports, during the last three years 
extra-EC imports have been increasing more rapidly than 
those from within the Community. Thus, it would appear 
that, prima facie, the implementation of the internal market 
programme has not penalized extra-EC imports but has 
instead contributed actively to the growth of world trade. 

4.2. Rising penetration rates 

The competitive situation on the home market is illustrated 
by the long-term evolution of import penetration in the 
Community, the United States and Japan (see Table 11). 
Whereas, in the former two, import penetration has in
creased since the early 1960s (from 8,8 and 2,8 % of GDP 
in 1963 in the Community and the USA, respectively, to 9,6 
and 9,5 % in 1988), in the case of Japan it has considerably 
decreased (from 9,6 to 5,7 %). Moreover, the EC and the 
USA tend to import a larger share of manufactured goods 
compared to Japan. The integration of the former two econ
omies into the world economy, therefore, has progressed 
much more rapidly than in the case of Japan, whose economy 
appears to be relatively less open than 25 years ago. The fall 
in oil prices combined with the dollar depreciation are the 
main factors behind the halt observed in 1986-87 in the 
import penetration rate for the Community. In fact this 
result appears to be mainly due to price changes, since the 
Community import volumes have continued to increase at 
a sustained rate (see Table I 0) . 



4. The Community as an importer 

Table 11 

Imports as a percentage of GDP 
(% current prices) 

Community 1 USA Japan 

Manufacturing Total goods Manufacturing Total goods Manufacturing Total goods 

1963 4,9 8,8 
1964 5,2 8,9 
1965 5,2 8,8 
1966 5,2 8,6 
1967 4,9 8,2 
1968 5,3 8,5 
1969 5,6 8,8 
1970 5,8 8,8 
1971 5,2 8,4 
1972 5,1 8,0 
1973 5,7 8,9 
1974 6,4 12, I 
1975 5,5 10,3 
1976 6,0 11 ,5 
1977 6,0 11 ,2 
1978 5,9 10,4 
1979 6,3 11,2 
1980 6,7 12,5 
1981 6,5 12,9 
1982 6,4 12,5 
1983 6,6 12,0 
1984 7,2 12,8 
1985 7,2 12,5 
1986 6,7 9,7 
1987 6,7 9,3 
19882 9,6 

Source: BDS, Commission services. 
1 Extra-EC imports. 
l Estimates. 

By looking at the developments of import penetration rates 
in the three major blocs, according to the product demand 
pattern, 1 their relative performance can be further high
lighted (Table 12). Whereas import penetration has increased 
in all product categories - namely strong, moderate and 
weak demand sectors - in the Community and the United 
States, the opposite occurred in Japan where a decline was 
observed in all product groups. The Community's increased 
dependency on imports of industrial products as a whole 
hides a wide range of situations, according to the sector of 
activity concerned : relative stagnation of the penetration 
rate in weak and moderate demand sectors, and a sharp 
increase in the penetration rate in strong demand sectors. 
The slowdown observed in 1986 is likely to be related to 
relative price movements (dollar depreciation), rather than 
to any structural inversion in the underlying trend. Thus, the 

1 See footnote 2, p. 206. 

1,9 2,8 4,7 9,6 
2,0 2,9 4,9 9,6 
2,2 3,0 4,2 8,9 
2,5 3,3 4,3 9,0 
2,5 3,3 4,8 9,4 
2,9 3,7 4,4 8,8 
3,0 3,8 4,5 8,7 
3,2 4,0 5,0 9,3 
3,4 4,2 4,3 8,5 
3,7 4,6 3,9 7,7 
4,0 5,2 4,8 9,2 
4,7 6,9 5,5 13,5 
4,0 6,1 4,3 11 ,6 
4,4 6,9 4,2 11 ,5 
4,6 7,5 3,7 10,2 
5,6 8,2 3,3 8,1 
5,6 8,8 4,3 10,9 
5,7 9,3 4,6 13,2 
5,6 9,0 4,1 12,0 
5,4 8,1 4,2 12,0 
5,7 8,0 4,0 10,6 
6,8 9,1 4,2 10,7 
7,1 9,1 3,9 9,5 
7,5 9,1 3,1 6,1 
7,7 9,4 3,4 6,1 

9,5 5,7 

Community shows a growing propensity to import products, 
often characterized by a high technological content, for 
which there is strong demand (between 1979 and 1986 the 
import penetration rate increased by 6 percentage points to 
13 % ), while in the more traditional branches, where demand 
is moderate or weak, the Community's imports from the 
rest of the world tend to grow less rapidly ( + 1,2 and 1,3 
percentage points, respectively) . 

4.3. Geographical origin of Community 
imports 

About two thirds of the Community's imports of manufac
tured goods are supplied by the industrialized countries, 
whose share of the Community market has fluctuated only 
marginally over the last 15 years. Within this group, the 
major suppliers are the USA, Japan and. the EFT A countries 
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Table 12 

Import penetration rates by product demand category 

( % . current values) 

1973 1979 1980 1981 1982 1983 1984 1985 1986 Difference Difference 
1979/ 1973 1986/1979 

Ind us try total 
EUR 71 8,7 10,4 11,1 l 1,3 11,4 l l,9 13,l 13,l 11,6 + 1,7 + 1,2 
USA 6,3 8,7 9,3 9,5 9,6 10,0 l l,7 12,3 +2,4 +3,62 

Japan 4,9 5,1 5,2 4,9 5,2 4,9 5,l 4,8 4,2 +0,2 -0,7 

Strong demand 
EUR 71 10,0 13,0 14,1 15,9 16,7 17,4 19,5 19,9 19,0 +3,0 +6,0 
USA 6,3 9,3 9,8 10,2 10,7 12,2 14,6 15,0 +3,0 +3,02 

Japan 4,2 5,1 4,9 4,7 5,l 4,9 5,1 4,9 4,4 +0,9 -0,7 

Moderate demand 
EUR 71 7,l 7,7 8,l 8,6 8,5 8,7 9,6 9,7 8,9 +0,6 + l,2 
USA 5,9 7,7 8,3 8,3 8,2 8,3 9,5 10,3 + 1,9 +2,62 

Japan 4,0 4,3 4,6 4,3 4,2 4,3 4,3 4,l 3,6 +0,3 -0,7 

Weak demand 

EUR 71 !0,0 12,5 13,4 12,4 12,4 13, l 13,9 13,8 11,6 +2,4 1,3 
USA 6,9 9,8 !0,3 10,8 11,3 11,4 13,4 13,9 +2,9 +4,12 
Japan 5,8 5,7 5,9 5,4 6,0 5,6 5,8 5,4 4,5 -0,l -1,2 

Sources: Volimex databank. Commission services. 
I In the case of EUR 7, this applies to extra.Community trade. 
l 1985/1979. 
Note: The sectors are divided into those for which. between 1972 and 1985. demand in the OECD countries increased by more than 5% (strong demand), around 3% (moderate demand), or less 

than 2% (weak demand). 

(60 % of the total in 1987). During the 1980s the Japanese 
share of the Community market increased noticeably (by 5 
percentage points to 14,3 % in 1987), while at the same time 
that of the USA declined by almost the same amount and 
that of EFT A increased slightly (see Table 13). The relative 
stability of the developing countries' share is the result of the 
increased share of South-East Asian newly industrializing 
producers and the loss of ground of Latin American and 
African countries. 

The USA and, increasingly, Japan play a dominant role 
(52,2 % of the total) in the strong demand sectors, where 
the South-East Asian countries are also progressing rapidly 
(8,3 % of the total in 1987, from 3,2 % in 1973). The share 
of USA and Japan tends to become less important as one 
moves towards moderate (35,2 %) and, especially, weak 
demand products (10,7 %), where instead the role of devel
oping countries as major suppliers of the Community market 
becomes more relevant (in 1987 they accounted for almost 
one-third of the Community's weak demand imports). 
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4.4. Imports for high-tech and other products 

Trends by product category 

The sustained growth of the Community's imports since 
1984 has been mainly led by the manufacturing sectors 
(SITC 5-8), which account for more than two thirds of total 
EC imports (see Table 14). Within manufacturing, import 
demand has stemmed particularly from machinery and 
equipment (SITC 7: + 12,9 % in 1988), the largest com
ponent (accounting for some 43 % of total imports of manu
factures in 1987), and to a lesser extent from the other 
subsectors. During the period 1986-88 extra-Community 
imports of manufactured goods have grown more rapidly 
(by 10,5 % on average) than intra-Community imports ( + 
7,0 %), confirming an increased degree of integration in the 
world economy. 



4. The Community as an importer 

Table 13 
Structure and geographical distribution of the Community's industrial imports (extra-EC) 

(%) 

1973 1979 1982 1983 1984 1985 1986 1987 

Total industry 
OECD 65,7 64,5 66,4 66,7 65,3 65,8 67,7 66,5 

USA 21,8 21,6 23,7 22,8 22,5 22,1 19,9 18,8 
Japan 6,9 8,6 10,7 11,6 11,6 12,1 14,5 14,3 
EFTA 26,5 25,8 25,2 25,8 24,6 25,0 26,9 26,8 
Rest ofOECD 10,5 8,5 6,9 6,5 6,6 6,6 6,4 6,6 

East-European countries 7,0 6,0 5,2 4,9 4,9 4,7 4,8 4,5 
Developing countries 20,3 20,8 20,7 20,6 20,6 20,1 18,9 19,4 
of which: Latin America 6,9 5,9 5,9 5,7 5,6 5,5 4,6 4,2 

South-East Asia 4,7 7,2 5,9 6,1 6,1 5,7 6,1 7,0 
Africa (excluding OPEC) 4,8 2,9 3,6 3,5 3,6 3,5 2,9 2,7 
OPEC 1,5 1,6 1,5 1,6 1,4 1,6 1,4 1,3 

Rest of the world 7,0 8,7 7,7 7,7 9,2 9,4 8,6 9,6 
Total 100,0 100,0 100,0 100,0 100,0 100,0 100,0 100,0 

Strong demand 
OECD 86,9 82,2 80,2 80,9 79,l 78,8 78,5 76,8 

USA 40,3 38,2 37,9 37,0 37,5 36,3 31,3 29,6 
Japan 14,2 15,6 18,0 19,8 19,1 19,8 22,6 22,6 
EFTA 28,3 25,4 21,5 21,5 19,9 20,1 22,l 21,9 
Rest ofOECD 4,0 3,1 2,7 2,7 2,7 2,6 2,6 2,7 

East-European countries 4,3 4,0 3,6 3,2 3,0 2,9 2,7 2,4 
Developing countries 7,2 11,6 10,4 10,7 11,3 11,2 11,4 13,1 
of which: Latin America 1,9 1,9 1,7 1,7 1,6 1,6 1,3 1,2 

South-East Asia 3,2 6,9 5,3 5,4 6,3 5,9 6,7 8,3 
Africa (excluding OPEC) 0,4 0,4 0,5 0,5 0,5 0,5 0,4 0,3 
OPEC 0,4 0,6 0,7 0,7 0,7 1,0 0,9 0,9 

Rest of the world 1,5 2,2 5,9 5,1 6,6 7,0 7,4 7,7 
Total 100,0 100,0 100,0 100,0 100,0 100,0 100,0 100,0 

Moderate demand 
OECD 71,1 71,9 72,4 71,0 70,5 70,9 76,8 75,9 

USA 26,0 23,4 25,3 23,4 22,0 21,6 20,4 18,9 
Japan 6,0 10,5 11,9 12,7 13,1 13,2 16,9 16,3 
EFTA 29,2 29,6 27,5 27,9 28,8 29,8 33,l 34,2 
Rest ofOECD 9,8 8,5 7,8 6,9 6,7 6,3 6,4 6,5 

East-European countries 5,5 4,6 3,4 3,3 3,4 3,4 3,5 3,4 
Developing countries 18,7 17,4 16,8 17,5 17,8 17,2 14,4 13,5 
of which: Latin America 10,5 8,0 8,2 8,2 8,4 8,2 6,6 6,2 

South-East Asia 1,8 2,8 2,2 2,8 2,6 2,3 2,3 2,1 
Africa (excluding OPEC) 3,2 3,3 2,8 2,7 3,3 2,9 2,3 2,2 
OPEC 1,5 1,5 1,8 1,8 1,4 1,8 1,3 1,1 

Rest of the world 4,7 6,2 7,4 8,2 8,3 8,5 5,4 7,2 
Total 100,0 100,0 100,0 100,0 100,0 100,0 100,0 100,0 

Weak demand 
OECD 50,9 47,9 49,1 50,4 47,1 47,5 47,4 46,3 

USA 9,3 10,3 10,l 9,7 8,6 8,1 7,6 7,3 
Japan 4,1 2,9 3,5 3,4 3,1 3,2 3,6 3,4 
EFTA 23,4 22,9 26,0 27,6 25,l 25,3 25,8 24,7 
Rest ofOECD 14,l 11,8 9,6 9,6 10,3 10,8 10,4 10,9 

East-European countries 9,6 8,4 8,2 7,9 8,2 7,9 8,4 7,8 
Developing countries 27,8 29,l 33,2 32,3 32,l 32,0 31,2 31,9 
of which: Latin America 6,2 6,5 7,1 6,7 6,9 6,9 6,1 5,3 

South-East Asia 7,9 11,0 10,0 9,7 9,3 8,7 9,2 10,5 
Africa (excluding OPEC) 8,2 4,0 7,0 6,9 7,0 7,2 6,3 5,7 
OPEC 2,0 2,3 2,0 2,1 1,9 1,9 2,0 2,0 

Rest of the world 11,7 14,5 9,5 9,5 12,6 12,6 13,0 14,0 
Total 100,0 100,0 100,0 100,0 100,0 100,0 100,0 100,0 

Source: Volimcx databank. 
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Table 14 

Community import volume by SITC groupings, 1982-88 
(% average annual growlh ra1e.s ) 

1988 1982 1983 1984 1985 1986 1987 1988 1 Structure 

1982 
(1987) 

SITC O+ I Intra 5,0 5,7 2,9 4,3 10,2 4,2 4, 1 4,6 12,6 65,2 
Food, beverages Extra 1,5 2,3 -1,3 0,7 2,6 -0,8 5,2 2,8 9,6 34,8 
and tobacco World 3,5 4,1 1,1 2,7 7,0 2,0 4,2 4,0 11,4 100,0 

SITC 2+4 Intra 5,4 0,9 9,3 5,5 7,1 0,1 7,4 3,4 4,2 38,6 
Raw Extra 1,7 -1,4 1,4 1,7 3,7 - 1,2 4,1 0,5 9,5 61,4 
materials World 2,8 -0,9 3,5 2,6 4,8 -0,9 5,2 1,7 6,4 100,0 

SITC 3 Intra 2,0 -1 ,3 9,2 10,0 7,5 -2,1 -1,8 - 9,3 4,9 30,0 
Fuels Extra - 1,0 -6,0 -6,7 0,8 - 0,1 -1 ,3 0,1 1,5 16,5 70,0 

World -0,4 - 4,8 -2,7 3,3 2,0 -2,5 0,0 - 2,0 9,7 100,0 

SITC 5-8 Intra 5,7 1,9 2,3 5,7 5,6 5,0 7,3 8,7 75,9 65,1 
Manufactured Extra 7,6 -0,8 2,9 9,0 2,8 8,2 9,1 14,2 58,4 34,9 
products World 6,1 1,0 1,8 7,2 4,0 5,4 7,7 10,7 68,7 100,0 

SITC 5 Intra 6,7 2,7 7,7 9,2 5,6 5,5 5,4 6,9 12,3 73,4 
Chemicals Extra 7,0 0,2 5,7 12,1 6,0 5,2 5,3 7,8 6,4 26,6 

World 6,9 2,1 7,5 10,2 6,1 5,3 5,5 7,0 9,8 100,0 

SITC 6 Intra 5,2 -1 ,4 3,2 6,4 3,5 3,6 6,5 8,1 18,9 65,6 
Basic Extra 5,9 3,3 1,0 9,9 - 0,2 9,6 3,6 12,0 14,2 34,4 
manufacturing World 4,9 0,1 1,0 7,4 1,7 5,4 5,1 9,3 17,0 100,0 

SITC 7 Intra 5,2 4,2 -0,3 3,9 6,7 4,1 7,6 9,7 32,9 65,2 
Machinery and Extra 7,9 -3,2 3,2 8,6 4,3 4,9 8,8 18,0 25,2 34,8 
equipment World 5,8 1,9 0,4 6,1 4,5 3,1 8,0 12,9 29,7 100,0 

SITC 8 Intra 6,6 1,7 0,8 6,0 6,4 9,1 9,1 8,4 11,9 57,4 
Other Extra 9,3 -2,5 2,5 6,6 1,9 15,3 18,7 11,9 12,7 42,6 
manufacturing World 7,7 -0,1 1,5 6,5 4,3 11,2 12,9 10,1 12,2 100,0 

SITC 0-8 Intra 5,7 2,0 3,4 6, 1 6,5 4,4 6,3 7,3 97,6 59,8 
Total excluding Extra 4,9 - 2,5 - 0,8 4,7 2,4 6,2 6,7 10,5 94,0 40,2 
products n.e.s. World 4,9 -0,2 0,9 5,4 4,0 4,3 6,5 8,6 96, 1 100,0 

SITC 0-9 Intra 100,0 58,9 
Total Extra 100,0 41 ,1 

World 100,0 100,0 

Source: Eurostat Trend, Comext. Until 1985: EUR 10. Classifica tion used: SITC Rev. 2. The 1987 structure is with respect to SITC 0-9 (fi rst column) or with respect to world (second column). 
I Provisional . 
No te: See Table 3. 

Import growth in the other sectors, namely foodstuffs (SITC 
0 + I), raw materials (SITC 2 + 4) and , especially, mineral 
fuels (SITC 3) has lagged behind. In fact, since 1986 the 
level of mineral fuel imports has actually declined in volume 
terms. As to the distinction between intra- and extra-Com
munity sources of import supply, it can be seen that for 
foodstuffs (SITC O + I) and manufacturing {SITC 5-8) 
almost two-thirds of the Community's imports concern in
tra-EC trade; for raw materials {SITC 2 + 4) this is almost 
40 %, whereas, as expected, the corresponding share falls 
considerably to less than one third in the case of mineral 
fuels (SITC 3). 
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High-tech products 

High-tech products account for more than one-third of total 
imports of manufactures in the Community. Between 1982 
and 1988, imports of high-tech products have recorded a 
remarkable growth ( + 7,7 % annual average increase, see 
Table 15), outpacing the corresponding rate for total manu
facturing ( + 6, I % ). In 1988 there has been a strong acceler
ation in the Community's imports of high-tech products: 
particularly in the case of ships and aircraft ( + 64 %), plas
tics ( + 23 % ), specialized machinery ( + I 9 % ) and electrical 



4. The Community as an importer 

Table 15 

Community import volume of high-technology categories, 1982-88 
(% average annual growth rates ) 

1988 1982 1983 1984 1985 1986 1987 1988 1 Structure 

1982 (1987) 

SITC 54 Intra 6,1 1,4 7,6 7,0 8,4 3,5 -0,4 10,9 4,7 62,8 
(Medicine and Extra 5,6 0,2 8,0 3,7 7,2 4,7 0,6 9,5 4,0 37,2 
pharmaceuticals) World 5,8 1,0 7,8 5,7 7,9 3,9 -0,3 10,5 4,3 100,0 

SITC 58 Intra 11 ,0 3,7 11 ,0 9,1 8,8 8,8 7,3 21,8 15,2 82,4 
(Plastics Extra 11,3 2,0 8,3 13,6 9,7 7,5 3,7 26,3 4,8 17,6 
etc.) World 11,2 3,4 10,7 9,7 9,1 8,7 6,6 22,9 10,9 100,0 

SITC 71 Intra -0,7 -0,7 -9,2 1,0 7,7 1,6 2,5 -6,8 8,0 54,6 
(Power Extra 5,5 7,2 4,5 -3,5 0,5 -0,2 9,0 25,2 9,8 45,4 
equipment) World 1,8 3,0 -3,4 -0,4 4,3 -0,6 4,8 6,2 8,6 100,0 

SITC 72 Intra 5,1 0,3 -4,9 7,4 5,2 0,6 5,6 17,9 13,8 69,7 
(Specialized Extra 4,8 -10,5 -5,6 5,0 2,8 -0,1 8,1 20,5 8,8 30,3 
machinery) World 5,0 - 3,4 -4,9 6,8 4,4 0,1 6,3 18,9 11,5 100,0 

SITC 75 Intra 13,2 10,0 16,5 21,8 14,4 1,8 15,3 10,4 16,5 53,7 
(Computers Extra 14,0 4,0 17,1 26,1 2,7 2,0 19,6 18,6 20,8 46,3 
etc.) World 13,6 7,2 17,1 24,7 8,0 1,6 17,1 14,6 17,9 100,0 

SITC 76 Intra 8,6 -2,4 4,4 4,6 8,7 13,1 8,9 12,2 6,7 41,3 
(Telecom+ Extra 8,9 -11,8 7,6 -5,9 3,9 12,0 21,0 17,2 14,0 58,7 
cons. elect.) World 8,5 -7,9 6,1 -2,4 5,6 11 ,9 15,8 15,0 9,7 100,0 

SITC 77 Intra 7,6 4,5 2,7 9,5 7,5 6,5 4,0 16,2 19,7 62,1 
(Electrical Extra 9,9 5,2 3,1 20,2 3,3 4,6 9,8 19,8 17,6 37,9 
machinery) World 8,4 4,7 3,3 15,3 5,1 4,9 5,6 17,0 19,0 100,0 

SITC 79 Intra 3,7 26,8 6,1 -16,0 -8,7 -16,7 3,8 76,9 4,9 55,7 
(Ships, Extra 7,1 -21,9 1,1 - 1,9 19,3 -9,4 -15,4 66,7 5,7 44,3 
aircraft) World -0,8 6,8 -2,9 - 4,8 - 11,3 - 25,8 -4,8 64,3 6,2 100,0 

SITC 87 Intra 6,9 4,9 0,3 8,8 10,3 7,7 8,1 6,6 6,4 53,7 
(Professional and Extra 6,1 -0,5 0,8 6, 1 6,0 3,2 8,2 13,0 8,1 46,3 
scientific equipment) World 6,6 2,3 0,7 8,3 8,1 5,1 7,9 9,7 6,9 100,0 

SITC 88 Intra 5,1 1,5 -0,9 4,4 10,0 2,5 9,2 6,1 4,0 47,8 
(Photo and Extra 7,2 -3,1 2,3 5,5 6,2 6,8 17,0 5,9 6,5 52,2 
optical equipment) World 6,0 -1,1 0,7 5,1 7,8 4,3 12,6 5,9 4,9 100,0 

Total Intra 7,7 4,7 4,4 8,5 8,1 3,4 7,0 15,9 100,0 59,4 
high-technology Extra 9,0 -1,5 6,1 9,8 4,7 3,6 11,4 20,9 100,0 40,6 

World 7,7 2,2 4,8 9,7 5,4 2,4 8,3 17,9 100,0 100,0 

Source : Eurostat Trend. Comext. Until 1985 : EUR 10. Classification used : SITC Rev. 2. The 1987 structure is with respect to the high-tech total (first column) or with respect to world (second 
column). 

I Provisional. 
Note : See Table 3. 

machinery ( + 17 %). Although in almost all high-tech 
branches intra-EC imports account for a larger share than 
imports from outside the Community, during the 1986-88 
period, with the noticeable exception of ships and aircraft 
(SITC 79), extra-EC imports have tended to progress more 
rapidly than their intra-EC counterparts, pointing to an 
increased dependency on third country suppliers for those 
products characterized by high technological content. The 

relative loss of ground of Community producers is particu
larly apparent for power equipment (SITC 71) for which in 
1988 extra-EC imports rose by some 25 % whereas at the 
same time intra-EC imports declined by about 7 % .1 

1 See footnote I, p. 209. 
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Table 16 

Import volume of goods by Member State (SITC 0-8), 1982-88 
(% a-verage annual growth rates) 

1988 1982 1983 1984 1985 1986 1987 19881 Structure 

1982 (1987) 

BLEU Intra 4,4 0,0 5,5 3,9 5,4 3,2 8,6 0,0 I0,8 72,7 
Extra 2,9 0,1 -9,4 4,6 -7,8 14,6 1,8 16,3 6,0 27,3 
World 3,5 0,0 -0,1 4,5 0,5 5,4 6,3 4,4 8,9 100,0 

Denmark Intra 2,8 3,7 0,3 5,1 12,5 5,7 -4,2 -1,8 2,5 54,7 
Extra 3,8 1,5 5,9 8,1 4,4 8,0 -2,4 -0,9 3,1 45,3 
World 3,1 2,1 2,4 6,8 8,9 6,3 -3,4 -1,7 2,7 100,0 

FR of Germany Intra 4,9 0,9 6,8 5,1 5,3 5,9 3,9 2,5 21,7 55,2 
Extra 5,1 -3,3 1,6 3,2 3,1 8,0 6,0 8,8 26,2 44,8 
World 4,6 -1,2 4,2 3,8 3,9 5,5 5,0 5,3 23,5 100,0 

Greece Intra 3,22 6,7 4,8 6,4 4,9 -6,0 1,4 61,1 
Extra -0,22 0,5 7,4 13,7 -13,4 -6,7 1,4 38,9 
World 1,92 3,3 6,3 10,1 -2,6 -6,5 1,4 100,0 

Spain Intra 25,1 3 30,8 24,8 19,9 4,6 55,0 
Extra 14,23 I0,3 14,3 18,2 5,6 45,0 
World 19,1 3 18,4 19,6 19,4 5,0 100,0 

France Intra 5,8 5,1 -1,7 4,7 4,4 5,2 7,4 15,5 18,8 65,9 
Extra 4,7 -3,8 -6,8 -0,9 2,0 9,1 7,3 19,1 14,4 34,1 
World 5,0 0,5 -4,2 2,1 3,3 6,3 7,4 16,5 17,0 100,0 

Ireland Intra 2,9 -4,6 0,5 6,5 0,9 5,1 -1,3 5,7 1,7 71,4 
Extra 5,5 -1,8 4,2 12,8 0,0 4,1 11,5 0,9 1,0 28,6 
World 3,6 -3,9 2,0 9,0 0,6 3,3 2,2 4,6 1,4 100,0 

Italy Intra 4,9 -1,9 -2,0 9,6 9,9 -0,5 8,4 4,7 12,6 58,6 
Extra 2,5 -2,5 -1,6 3,6 5,1 -5,1 I0,8 3,0 13,2 41,4 
World 3,5 -2,4 -1,9 6,4 7,5 -3,6 9,0 4,1 12,9 100,0 

Netherlands Intra 5,3 0,5 2,5 7,6 11,4 0,7 3,0 7,0 10,6 61,7 
Extra 7,9 -2,4 5,3 I0,2 5,0 11,7 6,5 8,9 9,8 38,3 
World 6,1 -0,9 4,0 9,0 8,0 4,0 4,1 7,5 10,2 100,0 

Portugal Intra 29,23 27,9 32,6 27,2 1,5 63,5 
Extra 11,03 10,2 11,3 11,5 1,3 36,5 
World 21,43 18,4 23,9 21,8 1,5 100,0 

United Kingdom Intra 7,2 7,1 9,5 7,7 5,4 1,0 5,0 15,0 13,7 53,3 
Extra 6,4 -3,0 2,4 8,8 0,4 5,3 6,2 15,8 17,9 46,7 
World 5,8 2,0 2,6 8,0 1,2 2,5 5,7 15,5 15,4 100,0 

EC Intra 5,7 2,0 3,4 6,1 6,5 4,4 6,3 7,3 100,0 59,8 
Extra 4,9 -2,5 -0,8 4,7 2,4 6,2 6,7 10,5 100,0 40,2 
World 4,9 -0,2 0,9 5,4 4,0 4,3 6,5 8,6 100,0 100,0 

Source: Eurostat Trend, Comext. EC: until 1985: EUR 10. 

I 
The 1987 structure is with respect to the EC (first column) or world (second column). 

Provisional . 
2 1987/1982. 
J 1988/1985. 
Nole: Due to the statistical techniques used to derive the volume indices. the growth rates for trade with the world may lie outside the interval determined by the intra-EC and extra-EC growth 

rates. 
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5. Member States' trade performance 

So far, the trade performance of the Community as a whole 
has been analysed. This section looks into the differences 
between Member States in the development of exports and 
imports during the period 1982-88. 1 

5.1. Exports and price competitiveness 

Intra- and extra-Community trade 

Considerable differences in export performance between 
Member States can be observed for intra-EC trade and even 
more so for extra-EC trade (see Table 3). Concerning intra
EC trade, Ireland showed a remarkable performance with 
an increase of 9,4 % per annum on average over the period 
1982-88; it was followed by France (6,9 %), compared to a 
Community average of 5,5 %. On the other hand, Italy, 
Denmark (both 4,2 %) and Germany (4,6 %) lost ground in 
terms of their intra-Community export share. 

The accession of Greece, Spain and Portugal has been fol
lowed by high rates of growth in intra-Community exports 
for these countries: 12,6 % for Greece ( 1983-87); 12,4 % for 
Portugal and 9,1 % for Spain (both 1986-88). 

In I 988, the export performance of France (17 ,5 % ), Spain 
(13,1 %), Ireland (11,1 %) and Portugal (9,1 %) contrasts 
sharply with that of the UK (2,4 %) and Italy (5,0 %). 

Concerning extra-EC trade, Ireland, Denmark and the Bene
lux countries show between 3 and 7 percentage points 
stronger growth than the average; whereas extra-EC exports 
declined slightly for the UK and Italy. The development of 
extra-EC exports for Spain and Portugal (-6,9 % and -0,4 % 
per annum for 1986-88) is in remarkable contrast to their 
intra-EC performance. After accession, the enterprises of 
these countries quite clearly redirected their export activity 
to the Community's internal market. This was particularly 
pronounced in the first year of accession and diminished 
thereafter: the differential between intra-EC and extra-EC 
trade evolving as follows: 25,3 % for Spain and 22, I % for 
Portugal in 1986, 11,6%/ 14,4% in 1987 and 10,2%/4,7% 
in 1988. 

' For some Member States, trade data are incomplete. For Greece, some 
figures for 1982 and 1988 are not available; for Spain _a nd Portugal, some 
data are lacking for the years before their accession, 1.e. 1982-85. 

5. Member States' trade performance 

Since 1986, export volume growth in all Member States 
(with the exception of the Netherlands) has been higher for 
intra-EC trade than extra-EC trade. This is in contrast to 
the previous three-year period when several Member States 
such as the BLEU, Denmark, Germany and Ireland, relied 
more on extra-EC trade. 

Export volume market shares and price competitiveness 

The evolution of a country's exports may be ascribed to 
'normal' factors such as demand and price competitiveness, 
but also to 'structural' factors such as trade integration or 
supply effects. The 'normal' factors may be analysed by 
comparing the export volume market share growth of indi
vidual Member States to their price competitiveness (see 
Table 17). If the former has increased despite a deterioration 
in the latter, this implies (apart from statistical uncertainties), 
that structural effects may have exerted some influence. This 
can be clearly illustrated for the UK, Spain, Portugal and 
Greece by reference to their accession to the Community. 

For the UK, over the period 1960-73, the average annual 
export volume growth was 2,8 percentage points lower than 
the growth of its relevant export markets. Over the period 
197 4-81 the loss of export volume market share decreased to 
1,7 %, while, at the same time, its export price performance 
deteriorated. This is likely to be a sign of the positive inte
gration effects of the United Kingdom joining the Com
munity. For Greece, the market share during the period 
1974-81 increased by only 0,4 % per annum despite an 
improvement in its price competitiveness of 3,5 %. After its 
accession, the situation reversed for the years 1982-84: its 
market share increased by more than 10 % on average per 
year, with price competitiveness improving less than in the 
years before. For the Iberian countries, similar integration 
effects are visible as well. Between 1986 and 1988, the Span
ish competitive position deteriorated by 18 % while its mar
ket volume share even improved by 2 %. Similarly, Portugal 
experienced a loss of competitiveness of 16 %, and improved 
its market volume share by a remarkable 18 %. 

5.2. Divergencies in imports 

The differences between Member States in the development 
of their imports are at least as big as for exports (see Table 
16). For Spain and Portugal, the accession effect is again 
clearly visible. Intra-Community imports have risen even 
more steeply than exports by 29,2 % per annum on average 
for Portugal during 1986-88 and 25, I % per annum for 
Spain. This has led to a very significant deterioration in 
their intra-Community trade balance. The industrialization 
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Table 17 

Gains of Member States in export volume market shares and price competitiveness, 1960-88 

1973 1981 1982 

1960 1973 

Gain in market shares 

BLEU 2,0 -0,2 1,8 
Denmark 0,1 1,0 0,6 
FR of Germany 0,2 0,8 4,5 
Greece 4,3 0,4 5,0 
Spain 3,9 1,6 10,4 
France 1,2 1,5 -0,0 
Ireland 1,8 6,0 6,0 
Italy 2,8 1,9 1,4 
Netherlands 1,4 -0,2 0,5 
Portugal 1,2 0,8 16,5 
United Kingdom -2,8 -1,7 3,2 

Gain in price competitiveness 

BLEU 0,6 3,9 3,9 
Denmark -0,2 4,0 0,4 
FR of Germany -1,5 4,7 -1,2 
Greece -0,1 3,5 -2,8 
Spain 0,2 -0,5 1,7 
France -0,4 4,1 2,2 
Ireland -0,1 3,7 -1,8 
Italy 0,8 1,9 -0,6 
Netherlands 0,2 1,4 -1,5 
Portugal -2,0 4,3 7,9 
United Kingdom 0,4 -0,8 3,2 

Source: Quest model. (For definitions. see Table 7). 
I Provisional . 

process of both countries has also been accompanied by 
high growth rates for extra-Community imports: 14,2 % for 

· Spain and 11,0 % for Portugal. 

For the rest of the Community, the high average increase 
during 1982-88 of intra-EC imports to the UK (7,2 %) and 
the import surges in 1988 for the UK ( 15 % ) and France 
(15,5 % ) are remarkable. On the other hand, Ireland im
ported relatively little more from the Community (2,9 % per 
annum), a sharp contrast to its outstanding export perform
ance. 

Extra-Community imports have risen fast during 1982-88 
for the Netherlands (7,9 %) and for the UK (6,4 %), whereas 
the growth in Italy (2,5 %) was particularly low. For Greece, 
there was even a decline (-0,2 % per annum) during the 
period for which data exist (1983-87). 
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(% average annual growth rates ) 

1983 1984 1985 1986 1987 1988 1 1988 

1982 

-1,2 -4,1 -0,4 5,2 1,7 0,3 0,2 
3,3 -9,5 0,7 -3,6 1,6 -1,1 -1,5 

-4,2 -3,4 1,6 -3,9 0,9 -2,2 -2,1 
12,9 12,9 -3,7 16,7 -0,3 -1,1 5,9 
3,4 5,3 -5,3 -5,1 7,2 0,2 0,8 

-2,0 -4,8 -4,8 -0,1 0,1 -0,3 -2,0 
5,6 5,9 3,4 -2,2 11,3 1,0 4,1 

-0,0 -4,4 -1,6 1,8 0,9 -1,4 -0,8 
-1,0 -1,6 -0,7 0,2 0,9 -0,3 -0,4 
15,6 -1,3 4,6 9,3 5,5 2,3 5,9 

-3,2 -4,4 0,4 -7,6 1,8 -3,7 -2,8 

-0,6 1,8 -0,6 -8,1 -3,1 0,3 -1,7 
0,5 2,0 -2,4 -15,6 -6,6 2,8 -3,0 

-1,6 5,0 -2,3 -22,8 -8,4 0,3 -4,6 
2,6 8,2 4,6 3,8 -2,3 -2,4 2,5 
5,8 -5,2 -2,3 -9,0 -5,4 -5,2 -3,4 
0,2 -0,2 -3,9 -14,0 -5,1 -0,1 -3,7 

-0,1 2,9 -2,2 -6,4 0,1 -2,0 -1,2 
-0,5 2,7 -1,2 -11,8 -6,1 1,0 -2,5 

2,3 1,9 -0,6 -3,7 0,3 1,3 0,3 
4,7 -2,6 - 1,1 - 6,4 -7,4 -2,8 -2,5 
1,8 2,9 -3,5 -0,1 -6,0 -4,2 -1,5 

In 1988, divergencies in import growth (for intra- as well as 
extra-EC imports) are particularly pronounced. On the one 
hand, there are surges of 15 to 20 % for intra- and/or extra
EC imports for France, Spain, Portugal and the UK. For 
Belgium/Luxembourg there is a strong discrepancy between 
intra-EC imports, which stagnated, and extra-EC imports 
growing by 16,3 %. On the other hand, intra- and extra
EC imports declined for Denmark (-1,8/-0,9 %). With total 
import increases of 4 to 5 % compared to a Community 
average of 8,6 %, Germany, Ireland and Italy experienced a 
relatively slow growth in imports. 

Germany and Italy had below-average growth rates for 
imports and exports (equally for intra- and extra-EC trade) 
on average over the period 1982-88 as well as for 1988. 



5.3. Equipment goods as trade engine 

It was shown above that the buoyancy of intra-Community 
trade in 1988 was, to a considerable extent, due to the trade 
in equipment goods, which represents approximately one
third of intra-EC trade. Tables 18 and 19 provide a break
down by Member States of intra- and extra-EC volume 
growth of imports and exports of equipment goods over 
the period 1982-88. Extra-Community exports of equipment 
goods declined for the Community as a whole by 1,4 % per 
annum; the decline affected several Member States in a 
similar way, Greece and Spain with declines of 23 % and 
6 % being exceptional. Ireland and the Netherlands were 
not affected by the average decline, their exports rose by 7 
and 5 %. Intra-Community exports showed an improvement 
led by Portugal (17,5 %), Ireland (11,9 %), Spain (9,1 %), 
the Netherlands (8,7 %), France (8,6 %) and Greece (8,5 %). 
Again, a relatively poor performance on the part of Germany 
(3,8 %) can be observed. 

Imports of equipment goods have shown increases in the 
order of 30 % per annum for Spain and Portugal. Most 
other countries' imports have grown by 4 to 8 % per annum; 
Greece showing a steady decline of more than 4 % and 
Ireland (2,4 %) and Belgium/Luxembourg (0,9 %), particu
larly low increases. 

It appears that the strong growth of trade in equipment 
goods in 1988 is due to relatively few countries, Spain, 
France, Portugal and the United Kingdom each importing 
20 % more in volume. While this provided a strong impetus 
to intra-Community trade in equipment goods, extra-Com
munity imports increased even faster for these countries, the 
exception being Portugal, whose extra-EC share is relatively 

5. Member States' trade performance 

small (some 25 %) compared to the Community average, 
which is about one-third. 

More than 90 % of intra-Community exports of equipment 
goods are provided by the six original members plus the 
United Kingdom. These seven countries have, however, ben
efited in an uneven way from the 1988 surge in intra-EC 
trade of equipment goods. For the BLEU and Germany, 
intra-EC exports of equipment goods increased by a modest 
5 to 7 % compared to the average of 12 %. Italy, Portugal 
and the United Kingdom more or less followed the average, 
while Spain, France, Ireland and the Netherlands increased 
their intra-EC exports by almost 20 % or more. Particularly 
for Germany, which supplies more than one-third of intra
EC exports, this is a remarkable result. It can be partly 
explained by the geographical composition of its intra-Com
munity exports of equipment goods, of which about 30 % 
(1987 figure) go to Belgium, Denmark and the Netherlands, 
whose intra-EC imports of equipment goods either decreased 
(Belgium and Denmark) or increased only slightly (The 
Netherlands) in 1988. Exactly the opposite phenomenon 
occurred for France, whose export markets in Spain, Portu
gal and the United Kingdom, together representing some 
30 % (1987 figure) of intra-EC exports of equipment, all 
increased their intra-EC imports by more than 20 %. 

From these data it appears that the 1988 boom in intra-EC 
trade in equipment goods was spread unevenly across both 
importers and exporters. Noteworthy are the relatively small 
contribution of Germany to the supply of this trade and the 
fact that the continuing process of industrialization in the 
Iberian countries has led to a surge not only in imports but 
also in exports of equipment goods. Nonetheless, equipment 
goods accounted for 85 % (Spain) and I 00 % (Portugal) of 
their 1988 intra-EC trade deficit. 
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Table 18 

Export volume of equipment goods (SITC 7), 1982-88 
( % average annual growlh rates) 

1988 1982 1983 1984 1985 1986 1987 19881 Structure 

1982 (1987) 

BLEU Intra 3,1 6,1 -1,4 -3,0 8,5 1,6 9,0 4,7 9,5 78,1 
Extra 1,1 2,7 -1,7 1,6 14,6 -1,6 -4,1 -1,0 3,2 21,9 
World 2,6 4,9 -1,7 -1,7 9,8 0,3 6,0 3,4 6,6 100,0 

Denmark Intra 4,8 -2,5 7,0 -3,3 17,5 -0,3 7,3 1,8 1,5 43,9 
Extra 1,7 -5,4 4,8 10,6 5,3 -8,4 -9,2 9,1 2,3 56,1 
World 2,7 -4,4 5,1 5,5 9,7 -5,7 -3,1 5,6 1,9 100,0 

FR of Germany Intra 3,8 9,2 -5,5 7,6 5,7 3,3 5,3 6,8 38,3 49,7 
Extra -1,7 0,0 -8,4 8,1 8,6 -4,9 -7,0 -5,4 46,9 50,3 
World 0,9 3,9 -7,1 7,8 6,9 -1,5 -1,0 1,0 42,2 100,0 

Greece Intra 8,92 -8,5 61,9 -9,7 22,8 -8,5 0,1 57,5 
Extra -23,02 -10,4 -33,9 40,9 -33,2 -51,5 0,0 42,5 
World - 11,32 -10,3 -8,2 15,4 -11,6 -34,8 0,1 100,0 

Spain Intra 9,13 2,6 4,0 21,6 4,4 71,7 
Extra -5,93 -24,8 -2,0 12,9 2,1 28,3 
World 4,53 -6,7 2,7 19,4 3,3 100,0 

France Intra 8,6 7,1 4,0 3,6 5,5 5,1 9,1 25,7 15,3 56,0 
Extra -1,4 0,7 -2,6 5,1 -6,8 -11,5 -6,6 16,2 14,6 44,0 
World 3,2 -2,4 -0,3 4,6 -1,9 -3,9 1,4 21,0 15,0 100,0 

Ireland Intra 11,9 9,4 13,7 19,5 -6,2 6,6 21,5 18,8 2,1 75,5 
Extra 6,8 49,6 24,0 15,7 14,4 -11,8 3,3 -0,5 0,8 24,5 
World 11,2 13,2 16,3 19,9 -1,0 0,3 18,1 15,6 1,5 100,0 

Italy Intra 6,7 8,9 4,1 -0,3 8,8 10,3 7,2 10,4 12,1 54,9 
Extra -0,4 -10,4 1,7 4,0 5,8 -6,4 -6,5 -0,1 12,0 45,1 
World 3,0 -3,2 2,4 2,3 6,6 0,9 0,4 5,6 12,0 100,0 

Netherlands Intra 8,7 3,6 -0,9 8,4 6,9 6,4 11,3 21,3 6,2 66,4 
Extra 4,9 -7,8 8,3 4,1 2,0 -4,4 -3,3 25,5 3,8 33,6 
World 5,6 -1,8 2,4 7,2 4,0 1,4 4,6 14,6 5,1 100,0 

Portugal Intra 17,53 9,9 32,6 11,3 0,7 80,6 
Extra -0,33 5,3 -10,3 4,9 0,2 19,4 
World 13,13 7,8 22,3 9,7 0,5 100,0 

United Kingdom Intra 7,1 -2,7 -5,0 12,7 8,0 2,4 11,6 14,0 10,0 46,3 
Extra -3,9 -5,6 -17,0 3,2 3,4 -11,2 0,3 -0,3 14,0 53,7 
World -0,2 -2,7 -11,9 5,0 -0,4 -4,6 6,0 5,8 11,8 100,0 

EC Intra 5,7 4,1 -1,7 5,6 6,4 4,3 8,0 12,3 100,0 54,8 
Extra -1,4 -2,5 -6,4 6,0 4,2 -7,5 -5,6 1,3 100,0 45,2 
World 1,9 0,5 -4,5 5,6 4,2 -2,0 1,5 7,0 100,0 100,0 

Source: Eurostat Trend. Comext. EC: until 1985: EUR 10. 

I 
The 1987 structure is with respect to the EC (first column) or world (second column). 

Provisional. 
l 1987/1982. 
J 1988/1985. 
Note: Due to the statistical techniques used to derive the volume indices. the growth rates for trade with the world may lie outside the interval determined by the intra-EC and extra-EC growth 

ra tes . 
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Table 19 

Import volume of equipment goods (SITC 7), 1982-88 
( % average annual growth rates) 

1988 1982 1983 1984 1985 1986 1987 19881 Structure 

1982 (1987) 

BLEU Intra -0,9 2,2 - 4,0 1,9 6,4 4,7 6,5 -18,6 10,0 75,8 
Extra 6,4 -7,7 1,6 1,8 4,6 12,0 8,8 9,9 6,0 24,2 
World 0,9 -0,5 -2,4 2,2 5,6 6,1 6,9 -12,0 8,6 100,0 

Denmark Intra 5,8 17,8 7,2 14,1 18,8 11 ,1 -10,5 -2,9 2,6 61,5 
Extra 2,0 -7,1 -6,2 12,1 21,7 9,1 -13,9 -6,4 3,1 38,5 
World 4,3 5,5 1,2 13,4 20,0 10,2 -11,9 -4,0 2,8 100,0 

FR of Germany Intra 3,0 7,4 5,7 1,6 2,3 4,7 4,8 -0,7 18,5 53,7 
Extra 8,6 -4,5 6,5 10,2 7,7 9,3 7,5 10,3 29,8 46,3 
World 5,1 1,4 5,6 5,1 4,6 4,8 6,1 4,4 22,4 100,0 

Greece Intra - 4,02 - 0,8 0,2 8,4 -4,5 -20,6 1,1 61,7 
Extra -4,52 -4,0 24,9 -11,9 -10,8 -15,8 1,2 38,3 
World -4,32 -2,4 10,9 -1,0 -7,1 -19,5 1,1 100,0 

Spain Intra 27,83 21,4 38,l 24,4 6,4 72,6 
Extra 29,13 23,4 24,5 40,1 4,5 27,4 
World 28,03 21,8 33,8 28,7 5,7 100,0 

France Intra 6,9 6,6 -8,0 1,4 5,1 8,4 9,8 27,6 19,6 73,5 
Extra 9,8 3,8 - 4,5 - 0,9 8,0 2,7 11,3 50,4 13,2 26,5 
World 7,8 5,6 -6,9 1,1 6,4 6,6 10,0 33,2 17,4 100,0 

Ireland Intra 1,8 -9,8 -0,2 10,4 -1,9 -0,3 -1,7 4,8 1,4 55,6 
Extra 2,9 -1,5 1,2 22,5 -0,3 -13,4 19,7 -7,3 2,0 44,4 
World 2,4 -5,7 2,5 16,3 -2,6 -6,2 6,0 -0,1 1,6 100,0 

Italy Intra 4,1 -8,1 - 14,2 11,7 7,1 1,9 12,4 8,2 13,4 73,3 
Extra 3,7 -9,7 - 10,4 21,6 0,7 - 8,4 17,7 4,8 9,1 26,7 

World 4,0 - 8,6 -12,8 15,7 5,1 -1,4 12,9 7,4 11,9 100,0 

Netherlands Intra 5,0 - 1,8 3,7 9,2 14,1 0,3 -0,8 4,0 9,5 67,1 

Extra 9,3 1,8 14,6 10,9 -0,8 10,7 7,2 14,1 8,7 32,9 

World 6,0 -0,8 7,3 10,7 7,9 2,3 1,2 6,6 9,2 100,0 

Portugal Intra 33,33 23,1 35,4 42,l 1,9 76,7 

Extra 22,93 13,6 40,6 16,2 1,1 23,3 
World 29,93 18,3 36,2 35,9 1,6 100,0 

United Kingdom Intra 7,2 13,9 12,4 0,9 7,8 -2,9 5,8 20,7 15,7 58,0 

Extra 8,4 - 4,9 10,5 7,2 1,3 1,7 6,8 24,6 21,3 42,0 

World 6,2 7,4 6,9 4,5 0,1 -3,8 7,0 24,3 17,6 100,0 

EC Intra 5,2 4,2 -0,3 3,9 6,7 4,1 7,6 9,7 100,0 65,2 

Extra 7,9 -3,2 3,2 8,6 4,3 4,9 8,8 18,0 100,0 34,8 

World 5,8 1,9 0,4 6,1 4,5 3,1 8,0 12,9 100,0 100,0 

Source: Eurostat Trend, Comext. EC: until 1985: EUR 10. 
The 1987 structure is with respect to the EC (first column) or world (second column). 

I Provisional. 
l 1987/1982. 
) 1988/1985. 
Note: Due to the statistica·1 techniques used to derive the volume indices, the growth rates for trade with the world may lie outside the interval determined by the intra-EC and extra-EC growth 

rates. 
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