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Summary and conclusions 

Favourable economic prospects for the 
Community and the world economy 

1. The economic prospects for the Community have signifi­
cantly improved in recent months. In 1988 the Community 
benefited from an unexpected dynamism of its own, in the 
whole OECD area and from world trade. In the Community, 
growth ( 1988: 3 Y, % on average) is likely to be the strongest 
since the end of the 1970s; the increase in investment (7 % ) 
the highest for over two decades; the inflation rate (3 Y, %) 
should be about that of the 1960s. Despite a mild deterio­
ration in the international environment, growth is likely to 
be strong in 1989 (about 2 % %). The inflation trend should 
only increase slightly. The rate of unemployment has started 
to decrease but it is still at too high a level. 

2. The international framework for the conduct of monetary 
policy in the Community has changed significantly. With an 
improvement in the US trade deficit early in the year and 
an increase in interest rates in spring the dollar had by 
autumn almost reached its level of January 1987, just before 
the Louvre accord. Partly to control the rise in the dollar 
and partly in response to the exigencies of internal stability, 
European central banks were led, to different degrees, to 
tighten conditions on their own money markets. 

3. International cooperation allowed significant progress to 
be made towards greater stability in the world economy. But 
it needs to be pursued with determination because important 
risks remain: (i) in 1989, the reduction in balance-of-pay­
ments disequilibria is likely to loose some of its vigour at a 
time when the accumulation of United States foreign debt 
is continuing; (ii) the persistence of the disequilibria con­
tinues to create risks for the stability of the international 
monetary system; (iii) the situation in developing countries 
is not improving and is affected by the recent rise in interest 
rates. 

Encouraging elements and some matters 
of concern 

4. Three aspects of the economic situation are encouraging: 

(i) The dynamism of the economies of Spain, Portugal, 
Italy and the United Kingdom is now spreading to their 
partners whose exports, and also investment, are more 
buoyant. Thus, for example, in France and the Federal 
Republic of Germany growth should be about 3 % in 
1988 and should only dip slightly in 1989 (compared 
with 2 % in 1987). 

(ii) Growth is more and more being led by investment. 
Many factors are contributing to this: greater profita­
bility, a historically high level of capacity utilization, a 
favourable international environment and preparation 
by private firms for 1992. 

(iii) The Community has achieved a degree of stability and 
convergence of inflation rates unequalled since the 
1960s. However, progress is still necessary, especially in 
Portugal and Greece. 

5. Despite these satisfactory trends there are four areas 
of concern: (i) the risk of renewed inflation; (ii) excessive 
budgetary deficits in some countries; (iii) an increase in the 
intra-Community disequilibria in external balances; (iv) an 
unemployment rate that is still on average in the Community 
more than 11 % of the active population. 

6. The strengthening of potential growth must remain a 
priority for all Member States. However, the consolidation 
of the current good growth performances may require, over 
the coming months, different actions in different Member 
States. As growth in the more dynamic countries is expected 
to slow down as a result of inflationary pressures and/or a 
deterioration of external accounts, economic policies in the 
other countries should accentuate the shift to domestic 
growth by a strengthening of supply and demand conditions. 

Realizing the medium-term objectives 

7. Faster growth is now giving the Community the chance 
to realize in the best conditions its major objectives: to 
benefit from the completion of the internal market, to 
strengthen economic and social cohesion and to reduce unem­
ployment. 

8. The irreversible character of the completion of the internal 
market in 1992 was confirmed by the Council of Hanover. 
Significant progress has already been realized. In recent 
months, public opinion and enterprises have become more 
and more aware of the opportunities offered by this project. 
It is essential that these hopes are not disappointed when 
the decisions implementing the important measures of the 
White Paper are taken during the coming years. 

9. To produce its full effects, the completion of the internal 
market needs to be accompanied by structural policies, es­
pecially an effective competition policy, also necessary in 
their own right. 
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10. The success of the internal market will also have signifi­
cant macroeconomic effects. Studies by the Commission 
services show that the completion of the internal market 
will, in the medium term, improve significantly growth, 
budgetary and external positions and will have favourable 
effects on inflation. So that the productivity gains which will 
be realized are rapidly transformed into higher growth and 
employment, it will be important to fully benefit from the 
alleviation of constraints by reducing domestic disequilibria 
and actively strengthening the conditions of supply and 
demand. 

11. With the reform and the increase of the structural Funds, 
already under way, and the increased activity of the Com­
munity financial instruments, the Community has acquired 
the means to strengthen economic and social cohesion. A new 
model of 'partnership' between the Community and the 
beneficiary countries must be created. Not only is the ef­
ficient utilization and additionality of these resources at 
programme level essential but economic policies in the 
countries concerned must ensure that the overall supply 
conditions improve and especially that the efficiency and 
the share of productive investment relative to GDP are 
increased. 

12. Even if the completion of the internal market in the last 
analysis results in significant gains in welfare and employ­
ment, the restructuring which it will imply during the tran­
sition phase gives rise to certain anxieties. The social dimen­
sion of the internal market needs to be given attention, in 
particular: (i) the implementation of policies to facilitate re­
employment; (ii) the convergence towards the higher social 
standards, for instance, by minimum security and health 
regulations at the work place; (iii) the strengthening of the 
social dialogue at Community level. 

13. The reduction in unemployment remains the priority task 
common to all Member States. Already employment is in­
creasing at a historically high rate. This trend needs to be 
reinforced. In many countries there are signs of greater 
labour market adaptability, especially in the form of part­
time work. The direction of the cooperative growth strategy 
for more employment remains valid: it involves, at the 
macroeconomic level further improvement in the profita­
bility of capacity-increasing and employment-creating in­
vestment. An increase in wage costs, which should remain 
moderate, in conjunction with the new favourable demand 
prospects would contribute to this. It also involves concen­
trating attention on the elimination of unnecessary adminis­
trative obstacles which hinder employment creation and on 
greater mobility and skill improvements, particularly by 
sustained training efforts. 
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The narrow path towards a consolidation 
of growth 

14. The potential for non-inflationary growth can be 
strengthened by making European economies even more adap­
table. Greater flexibility of markets and their positive effect 
on the behaviour and initiative of entrepreneurs is in itself 
a source of progress. In a situation where, on the one hand, 
it is necessary to avoid excessive pressures on productive 
capacity and, on the other, to further improve employment 
performances, structural policies are still very important. 

15. The stabilization, and then the appreciation of the dollar 
on the foreign exchanges, led the monetary authorities to 
give more attention to the objectives of domestic stability. 
The recent increase in money market interest rates in the 
Community has strengthened the credibility of monetary 
authorities. To the extent that longer-term expectations of 
inflation and/or depreciation of the currencies have been 
reduced, long-term interest rates could be stabilized or de­
crease on a sound basis; some evidence of this emerged in 
some countries in early autumn. In the countries participat­
ing in the exchange-rate mechanism, domestic inflationary 
pressures generally remain under control and further tight­
ening of monetary policy does not seem necessary in the 
immediate future. Yet, the risk and main challenge to monet­
ary policy could arise from renewed instability of the dollar. 

16. For budgetary policies, medium-term objectives continue 
to be of primary importance. In the context of the achieve­
ment of the internal market discussions concerning the ap­
proximation of indirect taxes and taxation of capital income 
must be pursued so as to reach rapid agreement on these 
subjects. Other medium-term objectives include the conver­
gence of general government balances, still excessive in some 
Member States, and the need to use budgetary policy to 
strengthen the conditions of supply and demand. 

I 7. The increasing interdependence between Member States 
makes greater coordination of economic policy essential. 
Furthermore, an increasingly high degree of stability in 
exchange rates related to converging underlying economic 
fundamentals would improve the functioning of the internal 
market. The strengthening of monetary cohesion could be 
realized by an enlargement of the exchange-rate mechanism 
to those countries not yet participating, management of 
monetary policies in greater cooperation and strengthening 
of the role of the ecu. However, monetary cohesion in the 
Community cannot be permanently ensured unless Member 
States follow compatible policies in other areas, particularly 
budgetary policy. In this context it is important to strengthen 



Summary and conclusions 

the consensus on the principal economic policy objectives: (i) bution of internal and external stability to the growth and 
stable prices and convergence of inflation rates; (ii) medium- employment objectives of the Community and its Member 
term compatibility of payments balances and (iii) the contri- States. 

Table I 
Summary of main economic indicators by country, 1961-89 

(a) Real GDP, 1 

/% change p.a.) 

1973 1981 1982 1983 1984 1985 1986 1987 19882 19892 

1961 1974 

B 4,9 2,0 1,5 0,1 2,1 1,4 2,3 1,8 3 2Y. 
DK 4,3 1,2 3,0 2,5 3,5 4,2 3,4 -1,0 0 13!. 
D 4,4 1,9 -0,6 1,5 2,8 2,1 2,6 1,9 3Y. 2Y2 

GR 7,7 3,0 0,4 0,4 2,8 3,0 1,3 -0,4 2'!. 2 
E 7,2 1,8 1,2 1,8 1,8 2,3 3,3 5,2 4:Y. 4 
F 5,6 2,6 2,5 0,7 1,4 1,7 2,1 2,3 3 2:Y. 

IRL 4,4 4,3 2,3 -0,6 3,2 1,1 -0,3 4,1 3 3 y. 
I 5,3 2,6 0,2 0,5 3,5 2,7 2,7 3,1 4 3 y.' . 
L 4,2 1,2 1,5 3,0 6,5 3,8 2,9 2,4 2:Y. 2Y2 

NL 4,8 2,0 -1,4 1,4 3,2 2,3 2,4 1,5 2Y. 2Y. 
p 6,9 3,0 2,4 -0,3 -1,6 3,3 4,3 4,6 4 3 y. 
UK 3,1 0,7 1,1 3,5 2,0 3,7 2,9 4,3 3'/. 2Y. 

EUR 12 4,8 2,0 0,8 1,4 2,4 2,5 2,6 2,9 3Y2 2:Y. 

USA 4,0 2,3 -2,5 4,0 7,0 3,1 3,0 3,4 4 2Y. 
Japan 9,6 3,7 2,8 3,2 5,0 4,5 2,4 4,2 SY, 3 :y. 

(b) Real final domestic demand including stocks 
(% change p.a.) 

1973 1981 1982 1983 1984 1985 1986 1987 19882 19892 

1961 1974 

B 4,8 1,7 0,9 -2,3 2,1 1,3 3,2 2,4 3 2Y. 
DK 4,6 0,0 3,5 1,4 4,1 5,7 5,7 -3,2 -1 Y, :y. 
D 4,5 1,7 -2,0 2,3 2,0 1,0 3,7 3,1 3Y2 2Y. 

GR 8,2 2,1 3,5 0,8 -0,4 6,1 -0,5 0,2 3Y2 3 
E 7,7 1,4 1,1 -0,1 -0,7 2,9 5,9 8,0 6Y. SY. 
F 5,8 2,3 3,5 -0,7 0,5 2,2 3,7 3,3 3 2 :y. 

IRL 5,4 3,5 -2,1 -2,9 0,2 -1,3 0,8 -1,5 - y. 1 y. 
I 5,5 2,0 0,3 -0,5 4,5 3,2 3,6 4,6 4Y, 3Y. 
L 4,2 1,8 0,7 0,3 4,1 0,7 -0,9 6,1 Y, 2Y2 

NL 4,9 1,5 -0,9 1,5 1,7 2,5 3,9 2,2 1 :y. 2 
p 7,5 2,8 2,7 -7,4 -6,6 0,8 8,4 9,5 6Y2 SY, 
UK 3,2 0,1 2,2 4,5 2,7 2,9 3,8 4,3 SY. 3Y2 

EUR 12 5,0 1,6 0,9 0,9 1,9 2,4 3,9 3,9 4 3Y. 

USA 4,1 2,0 -1,9 5,5 8,9 3,5 3,8 3,0 2:Y. 2 
Japan 9,9 2,7 2,8 1,8 3,8 3,8 4,0 5,1 7y. 4Y. 
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(c) Deflator of private consumption 
(% change p.a. J 

1973 1981 1982 1983 1984 1985 1986 1987 19882 19892 

1961 1974 

B 3,7 7,8 7,6 6,8 5,8 5,2 0,8 1,6 I y. 2Y, 
DK 6,6 11,0 10,2 6,8 6,5 4,9 3,6 4,1 4Y. 3Y. 
D 3,6 5,0 4,7 3,2 2,4 2,1 -0,2 0,5 I Y. 2Y, 

GR 3,5 16,9 21,2 18,2 18,3 18,7 22,2 15,8 13Y. 12'!. 
E 6,6 . 17,5 14,5 12,3 11,0 8,3 8,7 5,3 4'!. 4Y. 
F 4,7 11,2 11,5 9,7 7,5 5,7 2,5 3,2 2'!. 2Y. 

IRL 6,0 16,6 15,3 8,6 9,4 4,5 3,6 3,1 2 2Y. 
4,8 17,6 15,9 14,8 11,4 9,3 6,1 4,8 5 4Y, 

L 3,0 7,5 10,8 8,9 5,5 5,2 0,6 0,6 I Y, 2Y. 

NL 5,0 7,1 5,3 2,7 2,0 2,5 0,2 -0,4 '!. I y. 
p 3,4 21,9 20,6 25,3 27,8 19,0 12,0 10,2 9Y, 7 
UK 4,8 15,1 8,6 5,0 4,8 5,2 3,6 3,8 4Y, 4'1. 

EUR 12 4,6 12,3 10,5 8,5 7,1 5,9 3,6 3,3 3 Y, 3'!. 

USA 3,1 8,4 6,0 3,5 3,9 3,1 2,1 4,5 4Y. 5 
Japan 6,2 8,4 2,6 1,9 2,1 2,1 0,6 -0,2 2 

(d) Balance of current transactions with the rest of the world 
/% change ofGDPJ2 

1973 1981 1982 1983 1984 1985 1986 1987 19882 1989' 

1961 1974 

B 1,1 -1,6 -3,5 -0,5 -0,2 0,7 2,6 1,9 I Y. I 'I• 
DK -2,0 -3,5 -4,2 -2,6 -3,3 -4,7 -5,1 -3,0 -2Y2 -2Y. 
D 0,7 0,5 0,5 0,7 1,3 2,4 4,2 4,0 4 4Y. 

GR -2,9 -1,7 -4,4 -5,0 -4,0 -8,2 -5,4 -3,4 -2'!. -3Y, 
E -0,2 -2,0 -2,5 -1,5 1,4 1,6 1,7 0,1 -Y. -2 
F 0,2 -0,4 -2,1 -0,8 0,0 0,1 0,6 -0,3 0 '!. 

IRL -2,5 -8,6 -10,6 -6,9 -6,0 -3,8 -2,4 1,3 2 1/2 3Y2 
I 1,5 -0,7 -1,6 0,3 -0,6 -0,9 0,8 -0,1 - Y, - Y, 
L 6,8 21,4 35,2 39,6 39,5 43,3 46,1 38,0 38Y2 36Y, 

NL 0,5 1,0 3,2 3,1 4,2 4,3 2,8 1,7 I Y, I 'I• 
p 0,4 -6,8 -13,5 -8,3 -3,0 1,7 3,9 1,8 0 -1 'I• 
UK -0,1 -0,5 1,3 0,8 -0,3 0,5 -0,8 -0,6 -3 -3'!. 

EUR 12 0,4 -0,6 -0,9 -0,l 0,3 0,7 1,3 0,8 Y, y. 

USA 0,5 0,3 0,0 -1,0 -2,4 -2,9 -3,4 -3,6 -2'!. -2Y2 
Japan 0,5 0,2 0,7 1,8 2,8 3,7 4,3 3,6 2 '!. 3 
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(e) Number of unemployed3 

( a.r % of lhe civilian labour force) 

1973 1981 1982 1983 1984 1985 1986 1987 19882 19892 

1961 1974 

B 2,2 7,4 13,0 14,3 14,4 13,6 12,6 12,3 11 Y, 11 
DK 1,1 5,9 9,3 10,1 9,9 8,7 7,4 7,6 SY, 9 
D 0,8 3,7 6,9 8,4 8,4 8,4 8,1 8,1 8 SY. 

GR 0,5 5,8 7,8 8,1 7,8 7,4 7,4 7Y, 7Y, 
E 0,4 6,3 16,2 17,7 20,1 21 ,4 21,0 20,5 20 19Y, 
F 1,1 5,1 8,7 8,9 10,0 10,5 10,7 10,8 10'!. 10'!. 

IRL 4,8 8,4 12,3 14,9 16,6 17,9 18,2 19,2 18 '!. ISY. 
I 5,2 6,2 9,7 11,0 12,0 12,9 13,7 14,0 15 14Y, 
L 0,0 0,5 1,3 1,6 1,8 1,7 1,4 1,6 I Y, I y. 

NL 1,3 5,7 11 ,8 14,2 14,5 13,3 12,1 11,5 11 y. 11 
p 5,1 5,7 5,6 8,6 8,7 8,7 7,2 6Y, 6Y, 
UK 2,1 5,1 10,6 11 ,6 11,8 12,0 12,0 10,6 SY, 7y. 

EUR 12 5,1 9,4 10,6 11 ,4 11,8 11,9 11,6 11 y. 11 

USA 4,9 6,9 9,7 9,6 7,5 7,2 7,0 6,2 5Y, 5Y, 
Japan 1,3 2,0 2,4 2,7 2,7 2,6 2,8 2,8 2Y, 2Y, 

(f) General government lending and borrowing4 

/as % of GDP) 

1981 1982 1~83 1984 1985 1986 1987 19882 1989' 

1974 

B - 6,6 -10,9 -11 ,2 -9,3 -8,3 -8,9 -7,2 -7Y. -6Y, 
DK -1 ,4 -9,1 - 7,2 -4,1 -2,0 3,1 2,1 l Y. 
D - 3,0 - 3,3 -2,5 -1 ,9 - 1,1 -1 ,3 - 1,8 -2Y. -1 Y. 

GR - 7,7 - 8,3 -10,0 -13,6 -10,8 -9,5 -12 -13Y. 
E - 1,3 -5,6 -4,8 -5,5 -7,0 -5,7 - 3,6 -3 -3 
F - 1,0 - 2,8 - 3,2 -2,8 -2,8 -2,9 -2,5 - 2 - l '!. 

IRL - 10,5 -13,7 - 11 ,6 -9,6 - 11 ,1 -11,0 -9,1 -6Y, -6 
- 8,4 - 11 ,3 -10,6 -11 ,5 -12,5 -11,4 -10,5 -10 -10 

L 1,4 - 1,2 1,6 2,9 5,8 6,0 5,2 5 y. 6 y. 

NL - 2,9 - 7,0 -6,3 - 6,2 - 4,7 - 6,0 - 6,3 - 5Y. - 4Y, 
p - 10,4 - 9, l - 12,0 - 10,1 - 7,8 - 8,4 - 8 - 7'!. 
UK -3,7 - 2,5 - 3,3 -3,9 -2,7 - 2,4 -1,4 - y. 0 

EUR 12 - 3,75 - 5,5 - 5,3 -5,3 - 5,2 -4,8 - 4,2 - 3'!. - 3 Y, 

USA - 1,4 - 4,0 - 4,9 - 3,8 - 4,3 -3,5 - 2,3 - l Y. - 1 '/. 

Japan - 3,5 -3,6 -3,7 - 2,1 -0,8 - 1,5 - 0,3 - y. Y. 
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(g) Total employment 
/% change p.a.) 

1973 1981 1982 1983 1984 198S 1986 1987 19882 19892 

1961 1974 

B 0,6 -0,2 -1,3 -1,I 0,0 0,8 1,0 0,3 1 y. :y. 
DK 1,1 0,2 0,4 0,3 1,7 2,9 2,3 1,1 - y. Y. 
D 0,2 -0,4 -1,7 -1,5 0,1 0,7 1,0 0,7 Y, •1. 
GR -0,5 1,3 -0,8 1,0 0,3 1,0 0,1 -0,l 'I. 
E 0,7 -1,5 -0,9 -0,5 -2,4 -1,4 1,9 3,0 2Y, 2 
F 0,7 0,2 0,2 -0,4 -0,9 -0,4 0,3 0,1 Y, Y, 

IRL 0,1 0,9 0,0 -1,9 -1,9 -2,2 -0,4 -0,1 0 Y, 
I -0,4 0,7 0,6 0,5 0,8 1,4 0,8 -0,1 Y, Y, 
L 1,1 0,6 -0,3 -0,3 0,6 1,4 2,6 2,7 2 1 Y, 

NL 0,9 0,1 -2,5 -1,9 -0,1 1,3 1,8 1,2 •1. 
p -0,5 0,4 -0,4 4,3 -1,5 -0,3 0,0 2,7 1 :y. 
UK 0,3 -0,4 -1,8 -1,2 1,9 1,6 0,4 1,7 2 

EUR 12 0,3 -0,l -0,8 -0,5 0,1 0,6 0,8 0,9 

USA 1,9 1,9 -1,6 1,0 4,9 2,4 1,7 2,6 2Y. 1 Y, 
Japan 1,3 0,6 0,8 1,7 0,5 0,7 0,9 1,0 1 Y, '!. 

(h) Real compensation of employees per head6 
(% chang< p.a.) 

1973 1981 1982 1983 1984 198S 1986 1987 19882 19892 

1961 1974 

B 5,1 3,0 0,3 -0,8 0,3 -0,4 3,0 1,6 1 y. 
DK 3,8 0,4 1,5 1,3 -1,3 -0,3 1,0 4,0 - Y, -1 
D 5,4 2,0 -0,5 0,5 1,0 0,9 4,1 2,4 131. 0 

GR 6,5 3,7 5,4 2,6 3,4 3,3 -5,4 -2,9 3Y. 
E 7,5 3,2 -0,7 1,3 -0,9 1,7 -0,4 2,1 1 :y. 1 'I• 
F 5,1 3,2 2,3 0,4 1,0 0,9 1,5 0,1 

IRL 5,0 2,3 -0,8 3,2 2,1 1,8 1,5 1,9 1 y. 
I 6,5 2,5 0,2 1,0 0,0 0,8 1,5 3,8 2 2:Y. 
L 4,2 2,9 -3,5 -1,9 1,5 -1,4 4,3 3,3 2 2:Y. 

NL 6,0 1,6 0,5 0,4 -1,7 -1,1 1,4 1,6 - Y. 
p 8,3 2,2 -0,6 -5,2 -7,0 2,8 4,5 3,3 1 Y, 2:Y. 
UK 3,3 1,7 -0,2 3,5 0,5 1,4 3,6 3,0 3 3 

EUR 12 5,1 2,3 0,4 1,1 0,3 0,9 2,3 2,1 1 'I• 1 Y, 

USA 2,5 0,1 1,6 1,6 0,2 1,1 1,6 -0,4 - y. 
Japan 7,4 2,4 1,6 0,8 2,1 1,3 3,1 3,3 3Y. 2Y, 

I GNP for USA and Japan from 1987 onwards. 

' Economic forecasts. September/October 1988. 
J EUR 9: registered unemployed: GR. E. P: Labour force sample survey. 

ESA definition of general government which includes social steurity funds. 
EUR 12 without Greece and Portugal. 

• Denated by the price denator of private consumption. 
Source: Eurostat and Commission services. 
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A. The economic situation and outlook 

A.1. The external environment 

The international economic environment and the economic 
situation in the European Community are characterized by 
a buoyancy in production activity and trade, coupled with 
low recorded inflation rates that have not been seen for 
a long time. The years of structural adjustments in most 
industrial economies have made them more resilient. Despite 
the October 1987 stock-market crash and continuing con­
cern about the international payments imbalances, growth 
in industrial countries is strong (3,9 % in 1988). The delayed 
favourable effects of the oil price fall in 1986 and the rapid 
growth of monetary liquidity in 1987 (first through foreign 
exchange intervention and later in the year to assist financial 
institutions after October 1987) are all reflected in a growth 
performance which is better than that expected at the begin­
ning of the year and is even accompanied by evidence of 
overheating in some countries. Despite some moderation, 
GDP growth in the OECD area should still be close to 3 % 
in 1989, the seventh year of continuing expansion in activity. 

This favourable development has been common to all major 
industrialized countries. The American economy has been 
growing very strongly - though unevenly - since 1983. 
Capacity limits are now being reached in some industries 
and the unemployment rate is only slightly higher than 
during the 1960s. Yet, despite this and the massive dollar 
devaluation for over three years (March 1985 to March 
1988 : 38 % in effective terms), the rate of inflation in 1988 
has remained at about 4 Y, %. Monetary policy was tigh­
tened in early summer, following the first signs of overheat­
ing of the economy. Some slowing down is likely to occur 
in 1989, given the somewhat less pronounced growth of both 
domestic demand and exports. 

In Japan, domestic demand growth during the past 12 
months has averaged almost 7 Y, % in real terms. At the 
same time, the Japanese economy seems to have adjusted to 
the considerable yen appreciation (March 1985 to March 
1988 : 60 % in effective terms) of the last three years and 
export prospects have improved. Thus, despite an expected 
deceleration of domestic demand growth in 1989, the Ja­
panese economic performance will remain very strong. 

Economic growth in the developing countries is likely on 
average to be in the range of 3,5 to 4 % in both 1988 and 
1989. However, this average conceals great diversity. The 
Asian newly industrialized economies (NIEs), major ex­
porters of manufactured products, continue to enjoy growth 
rates of GNP exceeding 7 % . Oil-exporting countries are 
only now recovering from the loss in export revenues in the 

wake of the oil price collapse of 1986. GDP growth of 
exporters of raw materials does not seem to have accelerated 
very markedly, despite the strength of activity in industrial 
countries and the substantial rise in non-oil commodity 
prices, which increased at an annual rate of 17 % in the last 
six months of 1987 and 27 % in the first six months of 1988. 
This has brought a welcome improvement in the terms of 
trade of these countries. 

For the European Community, the vigorous performance 
of the world economy represents a welcome stimulus to its 
own exports, which is reinforcing its own domestic-demand­
led economic growth. In fact, world imports (excluding the 
Community) are likely to rise · by more than 7 % in real 
terms in 1988, which implies a considerable growth of the 
Community's export markets. Because of a faster expansion 
in imports net external trade will, however, continue to 
contribute negatively to GDP growth in the Community (for 
the third year in a row). Thus, the international adjustment 
process will continue to take place at a relatively high level 
of growth in both trade and GDP. 

The above developments have important consequences for 
the conduct of economic policy, particularly monetary pol­
icy. From 1985 up to early 1988, monetary authorities in 
the main industrial countries had attached a high priority 
to external goals in support of the international adjustment 
process. Exchange-rate considerations therefore played a 
major role in the management of interest rates and of foreign 
exchange reserves. The climate changed in mid-1988. The 
dollar exchange rate stabilized when it became clear that the 
world economy had robustly resisted the impact of the stock­
market crash and the international adjustment process was 
finally reducing the nominal US trade deficit. (During the 
first eight months of 1988, the deficit ran at approximately 
USO 18 billion less than in the same period of 1987.) Mar­
kets eventually revised their appreciation of the economic 
climate, showing concern about higher price pressures. As 
the danger of a revival of inflation became apparent, dom­
estic goals gained importance and monetary policy was 
somewhat tightened, at first in the USA. The restructuring 
of financial portfolios together with higher interest rates 
eventually triggered a recovery of the dollar in the second 
quarter of 1988. 

By late September, the dollar exchange rate was more than 
I O % higher than at the end of last year in effective terms 
(18 % higher with respect to the German mark and 10 % 
higher in relation to the yen), a little lower than the rate 
prevailing on average in the second and third quarters of 
1987. In fact, the dollar exchange rate vis-a-vis the main 
European currencies was at the beginning of autumn close 
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Table 2 

Real GDP, domestic demand and world trade 

1-1987 11-1987 

(a) GDP 

EUR 12 2,5 3,5 
USA 3,9 5,0 
Japan 3,7 6,0 

OPEC 
Asian NIEs 
Other NIEs 
Other LDCs 

(b) Domestic demand 

EUR 12 3,6 4,3 
USA 2,8 4,8 
Japan 3,9 7,7 

(c) World trade 

World imports (excl. EC) 0,6 11,6 

EUR 12 - Export markets 

I September/October 1988 forecasts of the Commission services. 
Source: Commission services. 

to that prevailing at the time of the Louvre agreement of 
February 1987. Table 3 

1-1988 1987 

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

0,0 
11,8 
2,8 
4,0 

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

7,0 5,0 

6,2 

Nominal short-term interest rates 
Central banks have reacted to the change of market senti­
ment about the US dollar and the more restrictive US 
monetary policy by selling dollars on the foreign exchanges 
and by raising short-term interest rates. In the context of 
faster than expected growth as well as a perceptible deterio­
ration in the terms of trade, authorities in the Federal 
Republic of Germany and the United Kingdom considered 
this desirable for domestic reasons. But, in other EC 
countries, fears have been manifested that the induced rise 
in interest rates could have a negative impact on growth (see 
Section C.2). 
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EMS average 
D 
UK 

USA 
Japan 

End January 
1988 

5,7 
3,3 
8,7 
5,8 
3,9 

(annual% rhangr/ 

19881 1989' 

3,5 2,8 
3,9 2,3 
5,6 3,8 

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

4,0 3,2 
2,8 2,0 
7,4 4,2 

7,6 5,7 

8,2 6,1 

( three-month monty marktt rates) 

End April 
1988 

5,7 
3,4 
8,5 
6,1 
3,9 

End September 
1988 

6,8 
5,3 

12,3 
7,5 
4,1 



Table 4 

Current account balances 

1985 

EUR 12 18,4 

USA - 116,4 

Japan 49,2 

OPEC 3,7 

Asian NIEs 10,1 

Other LDCs -34,5 

EUR 12 0,7 

USA -2,9 

Japan 3,7 

I September/October 1988 forecasts of the Commission services. 
2 GNP in the USA and Japan. 

Sourer: Commission services. 

The reduction of international current-account imbalances 
is making progress, not only in real but also in nominal 
terms. Trade flows are adjusting to the new configuration 
of exchange rates and the resulting recovery in US competi­
tiveness. But the pace of the adjustment is slow. Moreover, 
up to now the geographical counterpart of the improvement 
in the US deficit has largely not been located in the main 
surplus countries (Japan, FR of Germany, and the Asian 
NIEs) but in other OECD or LDC countries. Certainly, the 
bilateral positions of the first group of countries vis-a-vis the 
USA are deteriorating. But this is being compensated by an 
improvement of the trade balances in relation to their other 
trading partners as a whole. In the Community, in particular, 
the reduction in the overall surplus with the rest of the world 
therefore reflects rapidly deteriorating current-account pos­
itions by member countries other than the Federal Republic 
of Germany, particularly those with faster domestic demand 
growth than the EC average. 

Furthermore, on the assumption of current or forecast out­
put trends, current policy and current real exchange rates, 
the adjustment process in the industrialized countries, par-

A. The economic situation and outlook 

1986 1987 19881 19891 

(a) in billion USD 

50,4 42,4 24 16 

-141,4 - 154,0 -135 -131 

85,8 87,1 79 86 

-26,4 -9,5 -21 - 22 

22,8 29,1 34 33 

-32,4 -22,9 -27 -32 

(b) as% of GDP2 

1,3 0,8 Y:, y. 

-3,4 -3,4 -2:Y. -2Y, 

4,3 3,6 2:Y. 3 

ticularly between the USA and Japan, could lose much of 
its impetus in late 1989 and beyond. The question thus 
arises of whether, on the basis of the forecast net export 
performance, the US trade deficit is indeed being reduced 
at a pace sufficient to signal to markets that the current­
account imbalances will eventually be resolved without dis­
ruption. 

In this regard, the continuing build-up of US external indebt­
edness is of particular concern, as a significant debt servicing 
cost will be added to the required US payments adjustment. 
The longer the current account imbalance is maintained, the 
larger will be the improvement needed in the merchandise 
trade balance to compensate for the deterioration in the 
invisible account. 

Economic policy in all major countries is therefore facing 
the well-known twin goals. The speed of international adjust­
ment has to be sufficient to preserve confidence in the final 
outcome and thus maintain stability in foreign exchange and 
securities markets. From an international standpoint as well 
as from the Community's point of view a period of stability 
for the dollar at prevailing rates would be desirable. A 
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GRAPH l : Current balances and determinants 
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renewed depreciation of the dollar will prevent the adjust­
ment of real trade flows, which is currently under way, being 
reflected fully in a further reduction of the nominal US 
trade deficit because of higher import prices (J-curve effect). 
Furthermore, this would increase the inflationary risk in the 
USA which could also result in higher interest rates. On 
the other hand, a further appreciation of the dollar would 
increase inflationary pressures in the economies of the trad­
ing partners of the USA and would threaten the continuation 
of the real adjustment process of the world economy. In 
order to support the adjustment process, the reduction in 
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the US current-account deficit should go hand in hand with 
a reduction in the federal budget deficit. At the same time, 
monetary policy can no longer give exclusive priority to the 
international adjustment process, since, in the United States 
and several other countries, anxieties concerning inflation 
are gaining ground. 

Furthermore, adjustment policies have to be accompanied 
by determined efforts to resist protectionist pressures and 
to promote world trade. The Uruguay Round of Multilateral 
Trade Negotiations provides the opportunity for such ef­
forts. The Ministerial Meeting in Montreal in December 
must give political impetus to the negotiating process so that 
the Uruguay Round can achieve effective liberalization of 
trade in goods and services. At the same time, all participants 
must continue to respect the standstill commitments entered 
into at the launching of the Round; recent US trade legis­
lation causes concern in this respect. 

With respect to the second major imbalance facing the world 
economy - the debt problem of the developing countries -
the debt service/export ratio will probably increase in 1988, 
particularly due to the recent rise in interest rates . Further­
more, the situation of the highly indebted Latin-American 
and of some middle-income African countries as well as the 
poorest African countries is still difficult and is likely to 
remain so, even in the medium term. These countries there­
fore continue to be vulnerable. 

A medium-term solution to the debt problem of middle­
income countries continues to require adequate adjustment 
policies in the debtor countries, sufficient external financing 
as a complement to domestic resources, a continued favour­
able international growth environment and forms of debt 
reduction on a voluntary basis. For some of the poorest 
developing countries, the implementation of the Toronto 
Summit's decision within the framework of the Paris Club 
and, as a complement, the conversion of official development 
assistance Joans into grants, as well as the result of the 
annual meeting of the IMF. and World Bank in Berlin, are 
encouraging. 

A.2. The Community economy in 1988 and 1989 

Like other major industrial countries, the economy of the 
European Community has shown a remarkable dynamism 
since the second half of 1987. This dynamism has been 
fuelled by a significant acceleration in investment. In 1988, 
average growth will be almost 3 Y2 %, the best performance 
since 1978-79: yet, at that time, inflation was on average 



three times today's level. One has to go back more than two 
decades to find a combination of output growth and low 
recorded inflation as desirable as today. This performance 
is all the more remarkable in that it is following a steady and 
exceptionally long, though moderate, expansionary phase. 
Since 1981, average growth of real output in the Community 
has continued to accelerate and, since I 984, it has equalled 
or been above 2,5 % . 

Prospects for 1989, on the whole, remain favourable. 
Growth could slow down slightly (from 3 Y2 % to 2 % %), 
as the exceptionally favourable factors, particularly the mild 

A. The economic situation and outlook 

winter of 1987 /88, cannot be expected to recur. Furthermore, 
the international environment is expected to be somewhat 
less favourable; private consumption could increase less 
rapidly due to a deterioration in the terms of trade; in some 
countries, monetary policy and/or budgetary policy will have 
moderating effects. Yet the improvement in supply con­
ditions and demand prospects will once again favour invest­
ment. Growth could slow down in countries like Spain, Italy 
and the United Kingdom, who, up to now, have been the 
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Table 5 

Determinants of GDP growth in the Community of 12 
(at constant pritts) 

1984 1985 1986 1987 19881 19891 

GDP growth at constant prices 2,4 2,5 2,6 2,9 3Y, 2:Y. 

Contribution to growth of:2 
- net exports +0,5 +0,1 -1,2 -1,2 -1 - Y2 
- domestic demand (incl. stocks) +1,9 +2,4 +3,8 +3,9 +4 +3Y. 

Exports of goods and services (annual % change) 7,7 4,7 1,5 3,7 SY. SY. 

Private consumption (annual % change) 1,4 2,5 3,9 3,8 3 Y2 3 

Gross fixed capital formation (annual % change) 1,3 2,1 3,1 4,6 7 SY. 

I September/October 1988 forecasts of the Commission services. 
l Change as % of GDP of the preceding year. 

Source: Commission services. 

Table 6 

Investment in equipment 
( annual % change in Yolume) 

1973 1979 1984 1989 1985 1986 1987 19881 19891 

1970 1973 1979 1984 

B 3,2 1,2 5,0 6,1 -0,7 10,8 7,9 7,6 5,0 
DK 3,7 2,7 1,5 1,9 15,4 14,8 -18,0 -3,4 4,5 
D 0,3 2,9 -0,5 5,8 10,0 4,3 4,0 5,5 5,2 

GR 11,8 1,4 -1,5 3,2 7,6 -6,5 -0,9 8,5 8,0 
E 10,9 -0,7 -2,0 12,8 8,5 10,4 19,0 14,5 11,9 
F 9,0 1,7 0,4 5,7 4,6 3,8 4,4 8,8 6,8 

IRL 13,8 6,8 -0,4 4,0 4,9 0,3 3,6 6,0 5,4 
I 5,9 0,6 3,6 8,2 11,4 5,0 11,5 8,0 5,5 
L 5,4 -1,4 -0,2 4,2 4,0 7,9 3,9 -1,4 1,5 

NL 2,2 2,0 0,4 6,8 17,4 9,8 0,1 1,4 6,1 
p 14,2 -0,5 16,0 30,0 15,5 12,0 
UK 3,4 2,6 -0,2 5,7 9,9 -3,9 6,9 9,3 6,9 

EUR 12 5,42 1,72 0,82 6,9 9,1 3,3 7,2 8,1 6,7 

I September/October 1988 forecasts. 
l EUR 12 excluding Portugal. 

Source: Commission services. 
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driving force of intra-Community trade. This should result 
in an alleviation of balance-of-payments and inflationary 
pressures. The impetus which these countries have given to 
economic activity is benefiting their EC partners, who are 
now picking up some momentum. In these circumstances, it 
should be possible to avoid a cyclical downturn, which 
would put a brake on investment, and an acceleration in 
inflation, equally prejudicial to the maintenance of sustained 
growth. 

The structure of demand has changed over the recent past. 
In 1984 and 1985, growth was primarily led by exports. In 
1986, this momentum came from an increase in private 
consumption following the improvement in the terms of 
trade as a consequence of (i) the fall in oil prices, and (ii) 
the appreciation of European currencies with respect to the 
US dollar. Since 1987, and to a greater extent in 1988, 
investment, whose rate of growth up to now in the recovery 
has been relatively moderate, is tending to be the most 
dynamic component of domestic demand. It is equally im­
portant that the upturn in investment is occurring in all 
Community countries. 

Many factors explain this upturn in business capital for­
mation : 

(i) The economies of the industrialized countries are begin­
ning to reap the benefits of structural policies and of 
greater adaptability of markets. The significant im­
provement in the profitability of capital and self-finan­
cing of enterprises, first induced by moderate wage 
developments, was accelerated in 1986 and 1987 by the 
reduction in energy prices as well as by the pick-up of 
sales. 

(ii) Demand has been, and is expected to remain strong. In 
manufacturing industry the rate of capacity utilization 
is now reaching record levels in many countries. With 
capacity utilization higher than at any time since the 
previous cyclical peak (1979), and the improved profita­
bility, there is now evidence of a strengthening of capital 
formation and apparently a progressive and welcome 
shift from labour-saving to capacity-augmenting invest­
ment. 

(iii) It is also possible that rising expectations in the business 
sector in relation to 1992 may be beginning to have a 
positive influence on investment trends. There has, in 
the course of 1988, emerged clear signs of a '1992 effect' 
in merger and take-over activity in the Community, and 
there are some tendencies for multinational companies 
to redirect investment location strategies in favour of 
the Community. 

(iv) The improvement in the international environment and 
the acceleration in world trade have both helped to 
improve the business climate. 

A. The economic situation and outlook 
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In general, inflation in the Community remains under control 
( + 3 Y, % in 1987 and 1988). It did, however, undergo an 
acceleration, partly due to exceptional or technical factors 
in some countries in recent months, notably the United 
Kingdom and Spain. Some pick-up of inflationary expec­
tations was noticed by the authorities in the Federal Repub­
lic of Germany, although from a very low level of recorded 
inflation. In addition, the disinflation process in Italy, after 
years of good results, seems to be slowing down. 

The perception of greater inflationary risks has a number 
of origins, but on the whole, the risk of renewed inflation 
in the Community in the months ahead should not be over­
estimated. This notwithstanding, vigilance is necessary, to 
different degrees in different countries, because the sustained 
increase in spending and the higher rates of capacity utiliza­
tion may combine elements of demand-pull and cost-push 
price pressure. 

(i) In the Community domestic prices are no longer ben­
efiting from an improvement in the terms of trade, as 
was the case in recent years. The terms of trade have 
already deteriorated due to the effect of the recent 
appreciation of the dollar and the increase in raw ma­
terial prices (excluding oil). Furthermore, average prices 
of non-oil raw materials, though only representing 
about 7 % of Community imports, have undergone 
significant increases during the first half of 1988 (about 
+ 27 % in dollar terms). Yet, the recent new reduction 
in oil prices has, to a large extent, compensated for the 
increases in other raw material prices. According to 
forecasts, the terms of trade will remain stable on aver­
age in the Community. The risk of a further deterio­
ration will remain limited as long as exchange rates 
remain stable and there is no new significant increase 
in raw material prices. 

(ii) The growth acceleration is accentuating the domestic 
price pressures, especially in those countries where the 
rate of capacity utilization has been quite high for 
some time (United Kingdom, Italy and Spain). In these 
countries, there is a risk that wage cost developments 
will contribute to additional cost pressures. Yet, on 
average, in the Community, the increase in nominal 
unit labour costs should remain moderate throughout 
the forecast period. 

(iii) During 1987, developments in world exchange markets 
and the large interventions employed to at least partly 
finance the US current-account deficit were ac­
companied by strong monetary expansion in Europe 
and Japan, while monetary growth in the USA was very 
restrained. This move towards a more expansionary 
stance in Europe and Japan helped stabilize exchange 
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rates and, after the October 1987 crash, the financial 
marke'ts; to a certain extent, it responded to an increase 
in desired liquidity holdings in a period of financial 
innovation, deregulation and decelerating inflation, and 
it helped maintain growth. This effectiveness of the 
monetary policy measures was in no small part due to 
the credibility that the monetary authorities had built 
up over a number of years. The recent increases in 
short-term rates should, moreover, allow this credibility 
to improve further and show the determination of the 
monetary authorities to preserve their stability achieve­
ments. In addition, these increases should bring a decel­
eration in the growth of the monetary aggregates. 

The unemployment rate, which has fallen slightly since the 
middle of the decade, still remains around 11 % of the active 
population. The faster rate of job creation has thus not been 



' 

fully reflected in a reduction in unemployment. 1 This is for 
several reasons - firstly, the jobs created are not always 
suitable for the registered unemployed and, secondly, since 
1986, the participation rate has increased. Due to both 
these circumstances, despite more favourable employment 
performances, the share of the long-term unemployed in the 
total number of unemployed continues to increase, while 
youth unemployment still remains too high. Overall, despite 
the better growth dynamics in the Community, unemploy­
ment remains the major problem confronting the European 
economy. 

(, 

I See Section B.3. 
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Table 7 

Unemployment rate 

EUR92 

EUR 12 
USA 
Japan 

1973 

2,4 

4,9 
1,3 

1979 1982 1985 19881 19891 

5,2 9,3 11,1 10,5 10,1 
9,4 11,8 11,3 10,9 

5,8 9,7 7,2 5,5 5,5 
2, 1 2,4 2,6 2,5 2,6 

1 September/October 1988 forecasts of the Commission services. 
2 The European Community excluding Greece, Spain and Ponugal. i.t. ;,;_,_; 
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Table 8 

Main economic aggregates 1961-891 

EUR 12 
(annual% clrangt unltss othtrwiM stattd) 

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

I. Gross domestic product 
- at current prices 10,2 14,4 11,2 10,1 9,1 8,7 8,3 6,9 7,4 6,7 
- at constant prices 4,8 2,0 0,8 1,4 2,4 2,5 2,6 2,9 3.5 2,!! 
- price deflator 5,1 12,1 10,3 8,5 6,6 6,1 5,5 3,9 3,8 3,7 

2. Gross fixed capital formation2 
-total 5,6 -0,3 -2,0 -0,1 1,3 2,1 3,1 4,6 7,1 5,2 
- construction3 -1,2 -2,4 0,6 1,2 -2,4 2,4 2,2 6,2 3,8 
- equipment3 1,8 -1,9 0,1 6,6 9,1 3,3 7,2 8,1 6,7 

3. Share of gross fixed capital formation in GDp4 
-total 23,3 22,1 20,2 19,7 19,3 19,2 18,9 19,1 19,7 20,1 
- general government 3,3 3,0 2,9 2,8 2,9 2,8 2,7 2,8 2,8 
- other sectors 18,8 17,3 16,8 16,5 16,3 16,1 16,3 16,9 17,3 

4. Final national uses incl. stocks2 
-EUR 12 4,9 1,6 0,8 1,1 1,9 2,3 3,8 3,8 4,1 3,0 
- EUR 12 against 9 other OECD countries -0,5 -0,7 1,0 -2,0 -3,4 -1,4 -0,1 -0,2 0,0 0,3 

5. Inflation 
(price deflator private consumption) 4,6 12,3 10,5 8,5 7,1 5,9 3,6 3,3 3,5 3,7 

6. Compensation per employee 
-nominal 10,0 14,9 11,0 9,7 7,4 6,9 6,1 5,5 5,3 5,2 
- real, deflator private consumption 5,1 2,3 0,4 1,1 0,3 0,9 2,3 2,1 1,8 1,5 
- real, deflator GDP 4,6 2,4 0,6 1,1 0,8 0,8 0,5 1,6 1,4 1,4 

7. Productivity5 4,5 2,1 1,6 2,0 2,3 1,8 1,8 2,0 2,4 2,0 

8. Real unit labour costs6 
- index: 1961-73 = 100 100,0 104,3 103,1 102,2 100,7 99,7 98,4 98,0 97,2 96,7 
- annual percentage change 0,1 0,4 -1,0 -0,9 -1,4 -1,0 -1,3 -0,3 -0,9 -0,5 

9. Profitability (index: 1961-73 = 100) 100,0 65,7 59,0 61,l 68,2 72,5 77,6 78,7 82,l 83,0 

10. Relative unit labour costs in common currency 
against 9 other OECD countries 
- index : 1961-73 = I 00 100,0 107,6 98,2 92,8 85,9 85,4 93,8 100,8 98,0 
- annual percentage change 1,0 -0,2 -6,1 -5,6 -7,4 -0,6 9,7 7,5 -2,8 

11. Employment 0,3 -0,1 -0,8 -0,5 0,1 0,6 0,8 0,9 1,1 0,9 

12. Unemployment rate7 2,2 5,1 9,4 10,6 11,4 11,8 11,9 11,6 11,3 10,9 

13. Current balances 0,4 -0,6 -0,9 -0,1 0,3 0,7 1,3 0,8 0,3 0,1 

14. Net lending of general governmentB.9 -3,7 -5,5 -5,3 -5,3 -5,2 -4,8 -4,2 -3,8 -3,5 

15. Gross debt of general governmentS,9 39,4 47,6 50,8 54,0 56,6 57,8 59,2 60,0 60,7 

16. Interest payments by general governmentS,9 2,8 4,1 4,4 4,7 5,0 5,1 4,9 4,8 4,8 

17. Money supply (end of year)IO 11,9 13,4 11,9 10,7 9,9 9,9 10,4 11,0 

18. Long-term interest rate' I 7,1 11,7 14,3 12,7 11,8 10,9 9,2 9,3 9,3 

I 1961-86: Eurostat and Commission services. 

2 
1987-89: economic forecasts September/October 1988. 
At constant prices. 

J Until 1986: EUR 12. without Spain and Portugal. 
At current prices. 
GDP at constant market prices per person employed. 
Denator GDP. 
Percentage of civilian labour force. 

8 
1961-73: EUR 12 without Greece. Spain and Portugal. 
Percentage of GDP . 

• 1974-81: EUR 12 without Grcccc and Portugal. 
10 Broad money supply M2 or M3 according to country. 

II 
1961-73: EUR 12 without Spain and Portugal. 
Levels: 1988: January-August average. 
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A.3. Convergence, stability and growth 

The average Community increase in growth since the begin­
ning of this decade has been accompanied by greater conver­
gence towards lower inflation rates. But significant diver­
gences are persisting with respect to budgetary- positions. 
New ones are developing in the field of external balances of 
member countries. 

As expected, the convergence of inflation rates of those 
countries participating in the EMS exchange-rate mechan­
ism is particularly significant. No country participating in 
the exchange-rate mechanism has an inflation rate above 
5 %. This is also true for Spain and the United Kingdom, 
so that the major gap between the participating and non­
participating countries has closed significantly. Portugal and 
Greece, however, continue to experience inflation rates 
sharply in excess of the Community average. 

This convergence of inflation rates has allowed monetary 
cohesion in the Community to strengthen. Bilateral parity 
adjustments in the EMS have become less frequent. No 
realignment has taken place since January 1987. The greater 
convergence first created a solid base for the strengthening 
of the EMS mechanism with the Basle/Nyborg accords; 
since then, the agreement itself has strengthened the EMS. 
This makes new advances in the monetary area possible; 
it also makes an enlargement of the number of countries 
participating in the exchange-rate mechanism possible and 
desirable. 

Up to 1985, this convergence was achieved in spite of the 
strong revaluation of the dollar. Since 1986, it was assisted 
by the oil price fall and the devaluation of the dollar. This 
development has been rapidly internalized in a slt,wer in­
crease in internal costs. However, the downward conver­
gence in inflation fundamentally reflects the greater consen­
sus in the European economies regarding the objective of 
stability. The concentration on this objective has made mon­
etary policies more and more compatible with each other. 
In addition, nominal wage developments have supported 
the disinflation process. Even if the convergence of budget 
deficits remains insufficient, their increasingly non-monetary 
financing has largely contributed to the process of disin­
flation . However, this has been achieved at the price of a 
rapid increase in public debt and very high interest rates in 
high deficit countries. 

The downward convergence of inflation rates has not been 
fully reflected in a downward convergence of nominal inter­
est rates. Among the countries participating in the exchange­
rate mechanism, for example, the average money market 
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rate in the Federal Republic of Germany for the first nine 
months of 1988 was 2,6 points lower than in Belgium, 4 
points lower than in France and 7,3 points lower than in 
Italy, even though the rates of inflation in Belgium and 
France are almost equal to that of the Federal Republic of 
Germany, and in Italy it is only about 2,5 points above. 
Similar differences exist with respect to the long-term interest 
rates in the different countries. 

This can have several origins : (i) a more or less longstanding 
tradition of stability which goes hand in hand with a more 
or less rapid reduction of medium-term inflationary expec­
tations; (ii) a differential evolution of fundamentals, notably 
budget and external balances, which nourish expectations 
of inflation or exchange-rate changes. 

In fact, in these two areas, budget deficits and external 
balances, important divergences persist or are developing. 
These divergences are a potential source of instability for 
exchange rates, even if, in the short term, it is always possible 
to compensate for these effects by intervention and by appro­
priate interest-rate differentials. They increase the risk of 
conflict between the domestic objectives of monetary policy 
and the exchange-rate discipline of the EMS. In addition, 
the divergent external balances could make it more difficult 
to define a common position vis-a-vis third currencies, 
notably the dollar. 

The significant differences in the budgetary positions of 
Member States are being reduced only slowly in 1988. Even 
if these differences in the level of budget deficits are ac­
companied by different household savings behaviour, they 
nevertheless complicate the task of monetary policy in the 
pursuit of the objectives of internal and external stability. 

Excessive public debt as a percentage of GDP also carries 
with it serious drawbacks and is creating problems for mon­
etary cohesion and the conduct of monetary policy. (i) It is 
contributing to the maintenance of high real interest rates 
prejudicial to productive investment and the pursuit of sus­
tained growth. (ii) The share of irreducible interest repay­
ments in public expenditure is increasing and is reducing the 
room for manceuvre for the necessary restructuring in favour 
of productive expenditure and a reduction in direct tax rates. 
(iii) The credibility of stabilization policies may eventually 
be affected; this is also increasing the risk premium on long­
term interest rates. It is therefore essential for those countries 
where the budget deficit is still excessive that they follow 
medium-term strategies to allow them to regain sustainable 
budgetary positions. 

The evolution of external balances presents both a positive 
and a disquieting aspect. All of those countries, with the 
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A. The economic situation and outlook 

Table 9 

Convergence of price developments 
(private consumption dejlator, annual% change) 

1969 1977 1981 
1980 1984 1985 1986 1987 19881 19891 

1960 1969 1977 

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

GR 2,4 10,5 18,5 21,6 18,3 18,7 22,2 15,8 13,3 12,8 
E 5,9 13,2 16,6 16,5 11,0 8,3 8,7 5,3 4,7 4,3 
F 4,2 8,3 11,5 13,3 7,5 5,7 2,5 3,2 2,7 2,7 

IRL 4,5 13,8 15,2 18,6 9,4 4,5 3,6 3,1 2,1 2,8 
I 3,7 12,9 16,5 20,2 11,4 9,3 6,1 4,8 4,9 4,6 
L 2,3 6,8 6,2 7,5 5,5 5,2 0,6 0,6 1,4 2,2 

NL 4,0 8,0 5,5 6,9 2,0 2,5 0,2 -0,4 0,9 1,4 
p 2,6 13,I 22,4 21,4 27,8 19,0 12,0 10,2 9,4 7,0 
UK 3,7 12,4 12,6 16,2 4,8 5,2 3,6 3,8 4,4 4,7 

Weighted average 

EUR 12 3,7 9,9 11,4 13,5 7,1 5,9 3,6 3,3 3,5 3,7 
ERM2 3,6 8,6 10,0 12,0 6,5 5,2 2,4 2,5 2,7 3,1 
Non-ERM2 4,1 12,6 14,7 17,0 8,5 7,5 6,6 5,2 5,2 5,1 

Maximum and minimum inflation rate within the ERM2 

Maximum 5,7 13,8 16,5 20,2 11,4 9,3 6,1 4,8 4,9 4,6 
Minimum 2,7 5,5 4,7 5,8 2,0 2,1 -0,2 -0,4 0,9 1,3 
Difference 3,0 8,3 11,8 14,4 9,4 7,2 6,3 5,2 4,0 3,3 

Measures of dispersion related to lowest rate3 

EUR 12 0,9 2,5 4,8 5,3 4,9 3,6 4,1 3,0 2,7 1,9 
ERM2 0,8 2,2 4,0 4,9 2,4 1,4 1,8 1,6 1,4 0,8 

Measures of dispersion related to lowest rate3 

EUR 12 1,4 4,7 7,5 8,0 7,4 5,5 5,5 4,8 3,4 2,9 
ERM 2 1,5 3,6 4,8 5,4 4,3 2,8 2,4 2,6 1,5 1,4 

I September/October 1988 forecasts of the Commission services. 
l Countries participating/not panicipating in the cxchange~ratc mechanism of the EMS. 
J The dispersion index is an unweighted arithmetic mean of each country's absolute deviation from the respective reference value (e.g. weighted average or lowest rate). 
Souru: Eurostat and Commission services. 
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Table 10 

Nominal unit labour costs 
( annual % chang~ J 

1969 1977 1981 
1980 1984 1985 1986 1987 1988 1 19891 

1960 1969 1977 

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

GR 0,8 11,3 19,6 15,6 19,4 20,2 14,2 12,8 15,0 12,5 
E 7,1 14,0 15,7 12,3 5,5 6,1 6,8 5,2 4,4 4,1 
F 4,2 9,6 11,2 13,5 6,1 4,5 2,1 1,0 1,3 1,4 

IRL 4,6 13,6 15,3 18,6 6,2 2,9 5,0 0,9 0,6 1,1 
I 3,7 14,8 16,8 18,9 8,5 8,7 5,7 5,4 3,5 4,7 
L 2,4 11,2 5,8 8,5 1,2 1,4 4,7 4,3 2,5 4,1 

NL 6,4 8,9 4,5 5,3 -2,9 0,4 1,0 1,0 0,6 -0,3 
p 2,2 17,4 16,7 18,8 19,0 18,1 12,2 11,9 8,6 7,1 
UK 3,7 13,l 14,3 21,9 5,2 4,5 4,7 4,2 5,6 6,1 

Weighted average 

EUR 12 3,9 11,l 11,3 13,8 5,1 5,0 4,2 3,5 2,9 3,2 
ERM2 3,9 10,0 9,7 11,8 4,2 4,3 3,1 2,6 1,5 1,9 
Non-ERM2 3,9 13,3 15,0 18,4 6,9 6,5 6,7 5,5 5,9 5,9 

Maximum and minimum inflation rate within the ERM2 

Maximum 6,7 14,8 16,8 18,9 8,5 8,7 5,7 10,6 4,1 4,7 
Minimum 2,4 6,8 4,3 5,0 -2,9 0,4 1,0 1,0 0,3 -0,3 
Difference 4,3 8,0 12,5 13,9 11,4 8,3 4,7 9,6 3,8 5,0 

Measures of dispersion related to weighted average3 

EUR 12 1,4 2,4 4,9 5,0 4,5 4,2 2,8 3,4 3,0 2,7 
ERM2 1,1 1,9 4,3 4,9 2,9 2,1 1,4 2,4 1,2 1,4 

Measures of dispersion related to lowest rate3 

EUR 12 1,9 4,9 7,2 7,9 9,3 5,9 4,4 4,2 3,6 4,0 
ERM2 1,9 3,8 4,6 5,8 6,3 3,0 2,4 2,3 1,4 2,2 

I September/October 1988 forecasts of the Commission services. 
2 Countries participating/not participating in the exchange-rate mechanism of the EMS. 
3 The dispersion index is an unwcightcd arithmetic mean of each country's absolute deviation from the respective reference value (e.g. weighted average or lowest rate). 
Source: Eurostat and Commission services. 
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A. The economic situation and outlook 

Table 11 

Convergence of net general government borrowing ( - ) or lending ( + ) 
(as % a/GDP) 

1980 1984 1986 1987 19881 1989 1 

(a) Weighted average 

EUR 12 - 5,3 -4,8 -4,2 -3,8 -3,4 
ERM 2 - 4,0 -5,4 -5,0 - 4,8 -4,5 -4,1 
Non-ERM2 - 5,1 - 4,1 -2,9 -2, 1 -2,1 

(b) Maximum and minimum within the ERM 

Maximum -8,5 -1 1,5 
Minimum - 0,8 - 1,9 
Difference +7,7 +9,6 

1 September/October 1988 forecasts o f the Commission services . 
2 Coun tries participating/not participat ing in the exchangc:•rate mechanism of the: EMS. 
Source : Commission services. 

-1 1,4 - 10,5 - 10,0 -10,0 
+3,1 +2,1 +0,9 + 1,4 

+ 14,5 12,6 10,9 11 ,4 

exception of Greece, who in recent years had worrying 
external positions, as at the beginning of this decade did 
Belgium, Ireland, Portugal and, more recently Denmark, 
have experienced a significant improvement. 

But a significant divergence between the external balances 
of the countries participating in the EMS exchange-rate 
mechanism and the others is developing; furthermore, within 
the EMS, the gap between the surplus and deficit countries 
is growing particularly as the German surplus is not yet 
declining. Simultaneously, intra-Community trade imbal­
ances are widening. In particular, between 1985 and 1987, 
the intra-Community trade surplus ( excluding energy) of the 
Federal Republic of Germany increased by about I O billion 
ECU and the intra-Community trade deficit of France de­
teriorated by about 3,8 billion ECU. 

The existence of such imbalances in the medium term is 
partly the corollary of the catching-up process of the poorest 
countries, where the need for and the capacity of investment 
are relatively stronger. Deficits in these countries are sustain­
able in the medium term on condition that the deterioration 
of the current balance corresponds on the domestic plane 
to a strengthening of productive investment and goes hand 
in hand with sound external financing. This, for example, is 
the case in Spain and Portugal where the deterioration in 
current transactions has accompanied a strong uptake in 
productive investment financed by private capital inflows. 
Hence, the level of deficits in these two · countries remains 
sustainable. Furthermore, it is normal and even desirable 
that countries with a higher level of development experience 
surpluses on their current accounts and export capital to the 

27 



Annual Economic Report 1988-89 

Table 12 

Gross household saving and net borrowing ( - ) or lending ( + ) of general government in 1987 

B DK D GR E F IRL 

Saving 9,8 11,1 7,8 12,9 8,0 8,3 13,6 20,1 

Net borrowing of general government -7,2 +2,1 -1,8 -9,5 -3,6 -2,5 -9,1 -10,5 

Difference 2,6 13,2 

Source: Commission services. 

Table 13 

Convergence of external balances of current transactions 

EUR 12 

ERM2 

Non-ERM2 

1980 

-1,2 

-1,7 

0,2 

6,0 3,4 4,4 5,8 

1984 1986 

(a) Weighted average 

0,3 1,3 

0,5 2,0 

-0,2 -0,2 

(b) Maximum and minimum within the ERM2 

Maximum 

Minimum 

Difference 

-1,3 

-11,8 

10,5 

4,2 

-6,0 

10,2 

4,4 
-5,2 

9,6 

4,5 

1987 

o.~ 

l,S 
-0,4 

4,0. 

-3,0 

7,0 

(c) Average of ERM2 surplus and deficit countries 1988 

Surplus countries3 

Deficit countries3 

Difference 

1 September/October 1988 forecasts of the Commission services. 
2 Countries participating/not participating in the exchange-rate mechanism of the EMS. 
l Surplus countries: B. D. IRL. L. NL: deficit countries: F. I, DK. 
Source: Commission services. 
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4,o· 3,6 

o,o -0,4 

4,0 4,0 

9,6 

(as% o/GDI') 

L NL p UK 

9,0 9,0 22,8 3,5 

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

14,2 2,7 14,4 2,1 

(as% o/GDI') 

1988 1 19891 

o,s 0,3 

l,S 1,6 
-2,3 -3,0 

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

6,5 .6,S 

3,6 3;8 
-0,3 .:-o,4 

3,9 4,2 



A. The economic situation and outlook 

Table 14 

Growth in GDP and domestic demand ; .. :··i 

1985 1986 1987 1988 1 19891 

(a) GDP growth 

EUR 12 2,5 2,6 2,9 3Y. 2:Y. 

ERM2 2,2 2,5 2,2 3\4 2:Y. 

Non-ERM2 3,2 3,0 4,3 4 3 

(b) Growth in domestic demand 

EUR 12 2,3 

ERM 2 2,1 

Non-ERM 2 3,0 

1 September/October 1988 forecasts of the Commission services. 
2 Countries participating/not participating in the exchange.rate mechanism of the EMS. 

Sour<·r: Commission services. 

less prosperous countries in which investment will be fos­
tered and the catching-up process assisted. 

Since 1984, the evolution of the relative external positions 
between the exchange-rate mechanism participating 
countries and those not participating appears mainly to be 
associated with growth differentials. On average, for the four 
countries not participating in the exchange-rate mechanism, 
domestic demand will have risen by about 21 % between 
1984 and 1988, as against 13 % for their partners in the 
exchange-rate mechanism. 

On current trends, the growth dynamic, as it is now taking 
shape in the different countries in 1989, is a first step towards 
renewed equilibrium. The growth differentials between those 
countries participating in the exchange-rate mechanism and 
those not participating are narrowing. However, for the 
latter group of countries, the growth of domestic demand 
remains significantly above that of GDP, which indicates 
that the external balance will continue to deteriorate in terms 
of constant prices. On the other hand, the external balances 
(in constant prices) of those countries participating in the 
exchange-rate mechanism, with the exception of Italy, will 
scarcely deteriorate or may slightly improve. Two factors 
help to explain this contrasting evolution: (i) The EMS 

3,8 

3,7 

4,3 

3,8 4 3 V. 

3,3 3\4 2:Y. 

5,8 6Y. 4 

countries are continuing to benefit from a sustained expan­
sion of imports of their partners where domestic supply is 
beginning to be constrained by a relatively higher rate of 
capacity utilization. (ii) The acceleration in productive in­
vestment throughout the Community and the world is par­
ticularly profitable for countries like the Federal Republic 
of Germany who are traditional exporters of equipment 
goods. 

Between the countries participating in the exchange-rate 
mechanism, the evolution of domestic demand generally 
played a less important role. The increase in domestic de­
mand in four countries - Belgium, France, Germany and 
the Netherlands - between 1984 and 1988 was between I 0,5 
and 13 % . It was stronger in Italy (about 17 % ). In Ireland 
and Denmark, domestic demand needed to be controlled in 
order to improve the serious external position. During this 
period, the evolution of real effective exchange rates of the 
different countries vis-a-vis their EMS partners remained 
more or less stable, or, in particular with the effective ap­
preciation in the exchange rate of the German mark, they 
played a role in the direction of re-establishing equilibrium 
in external positions. 

Despite the marked differences in current account positions 
of ERM countries, the EMS exchange-rate mechanism has 
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Table 15 

Nominal effective exchange rates1 

I 1980 • JOO) 

8/L DK D GR E F IRL NL p UK EUR 12 USA Japan 

1960 82,6 104,1 52,8 192,6 150,4 117,1 149,7 196,9 74,8 214,5 158,6 98,4 125,0 71,8 

1961 81,7 103,1 54,7 191,1 149,6 116,1 149,4 195,2 77,1 213,4 157,8 99,9 125,3 71,4 
1962 81,7 103,1 54,9 190,9 150,0 116,1 149,8 195,0 77,6 213,8 158,3 100,5 126,3 71,5 
1963 81,5 103,2 55,2 191,0 150,1 116,2 149,7 194,8 77,7 213,4 158,0 100,6 126,6 71,5 
1964 81,7 103,0 55,3 191,0 150,1 116,2 149,5 193,9 77,5 212,9 157,5 100,5 126,7 71,4 
1965 82,0 103,1 55,1 191,2 150,2 116,2 149,6 193,9 77,7 213,1 157,8 100,4 126,7 71,5 
1966 81,9 103,3 55,1 191,4 150,2 116,1 149,6 194,3 77,4 213,3 157,8 100,3 126,8 71,4 
1967 82,1 102,6 55,4 191,8 147,9 116,2 148,6 194,8 77,9 214,1 155,3 100,1 127,2 71,6 
1968 82,9 99,0 56,4 195,1 132,2 117,9 139,5 198,7 79,1 222,8 137,1 96,5 130,0 73,1 
1969 83,1 98,6 57,9 195,4 132,3 112,1 139,6 198,3 79,2 224,6 137,2 96,2 130,2 73,7 
1970 83,2 97,8 62,8 192,6 131,8 103,1 139,4 196,1 78,0 223,4 136,7 97,5 128,5 73,3 

1971 83,1 96,9 64,7 188,2 130,2 100,8 139,5 194,3 78,7 222,0 136,7 98,3 125,1 74,5 
1972 85.5 97,6 66,4 176,2 132,6 103,2 136,7 193,0 79,8 219,6 131,8 100,3 116,7 82,8 
1973 86,7 103,6 73,4 162,2 134,7 106,7 127,3 173,3 82,4 223,5 118,0 103,0 107,4 87,4 
1974 87,9 104,0 77,4 162,6 138,7 99,5 124,1 156,4 86,7 220,5 113,9 101,1 109,6 81,6 
1975 89,2 107,6 78,6 146,7 135,2 109,3 117,0 149,9 88,8 213,9 104,8 102,5 108,7 79,3 
1976 91,3 110,0 83,1 138,7 124,2 105,2 105,1 124,3 91,2 195,4 89,7 92,8 114,4 83,3 
1977 96,5 109,4 89,7 134,7 108,7 100,2 101,5 114,4 96,0 153,1 85,5 91,9 113,6 92,4 
1978 99,3 109,4 95,0 122,4 98,3 98,9 102,0 107,3 98,3 121,9 85,7 92,4 103,1 112,5 
1979 100,5 108,5 99,6 115,5 107,4 99,6 102,2 103,7 99,8 103,3 90,9 98,4 100,2 104,2 
1980 100,0 100,0 100,0 100,0 100,0 100,0 100,0 100,0 100,0 100,0 100,0 100,0 100,0 100,0 

1981 94,2 92,5 94,4 89,8 90,4 91,2 91,3 87,6 95,7 96,2 100,2 83,9 112,8 113,6 
1982 85,5 88,4 99,1 82,7 84,9 83,6 90,3 81,6 100,5 83,8 95,8 78,0 126,3 107,9 
1983 83,1 87,9 103,1 67,7 70,3 77,6 86,6 78,5 102,6 66,l 89,l 71,4 133,6 119,7 
1984 81,3 84,7 101,4 58,0 68,6 73,9 82,9 73,9 101,0 54,6 84,9 64,8 144,0 126,6 
1985 82,0 85,7 101,7 48,8 67,l 74,7 83,9 70,1 101,2 48,3 84,8 63,5 149,9 130,5 
1986 86,5 91,l 112,6 38,4 66,0 78,0 87,0 72,7 109,0 44,6 78,6 69,7 121,3 166,0 
1987 90,0 95,0 120,4 34,6 66,2 78,9 85,2 73,5 114,6 41,4 77,8 74,5 106,7 179,7 
1988 88,7 93,3 119,1 32,I 68,0 77,1 84,0 70,8 113,8 39,4 81,7 72,9 101,2 196,9 

I The nominal effective exchange rate is the weighted average (double export weights) of the exchange rate of a currency with respect to the main 9 (EUR 12) or 19 competing countries. 
Source: Commission services. 

30 



A. The economic situation and outlook 

Table 16 

Real effective exchange rates 1 

I 1980 = JOO) 

B/ L DK D GR E F IRL NL p UK EUR 12 USA Japan 

1960 93,8 77,4 81,9 168,5 65,7 105,1 94,3 104,8 65,4 120,3 97,1 76,3 167,3 69,7 

1961 88,5 79,8 88,4 152,7 64,0 106,2 93,7 100,6 68,9 116,7 98,6 79,8 162,8 68,1 
1962 88,0 81,8 89,0 152,0 65,6 106,9 95,1 102,2 69,8 111,7 99,5 81,3 159,6 71,8 
1963 87,7 83,3 88,3 141,3 70,8 109,8 94,1 110,2 71,9 110,4 96,7 82,8 155,0 73,2 
1964 88,2 83,3 86,4 141,4 73,9 109,9 100,0 115,8 76,2 108,4 96,0 83,9 151 ,9 71,4 
1965 89,9 88,6 86,0 138,2 77,7 107,5 98,4 114,0 78,5 107,9 97,5 84,6 146,6 74,8 
1966 91 ,0 91,4 85,9 139,5 82,8 104,2 100,7 109,6 81,8 109,2 98,3 84,6 147,6 72,8 
1967 91,4 94,0 83,3 139,2 87,7 103,6 99,3 109,2 83,1 111,8 94,8 82,2 149,1 72,7 
1968 91,0 93,6 82,8 139,9 77,8 109,2 92,6 108,5 84,5 106,3 83,3 78,1 156,8 73,3 
1969 89,5 94,2 84,1 133,2 76,8 104,9 94,6 105,2 87,7 109,4 84,3 77,6 160,5 72,8 
1970 85,0 95,2 95,5 122,3 74,9 94,5 97,1 106,0 85,8 117,1 85,8 81,0 157,6 72,6 

1971 85,6 95,6 99,7 112,1 75,3 90,5 100,3 108,6 87,9 117,6 85,8 82,9 147,1 77,4 
1972 89,7 94,5 101 ,0 103,4 79 ,0 91 ,0 99,5 108,1 90,9 116,7 86,2 85,4 135,0 86,0 
1973 90,2 102,3 110,2 97,1 82,8 93,5 98,5 100,6 95,3 115,0 76,0 87,4 120,6 96,2 
1974 92,9 107,0 110,5 106,3 86, 1 87,5 94,8 94,9 98,0 131,3 77,0 85,9 115,9 100,3 
1975 96,9 108,3 102,2 96,3 87,9 98,3 92,5 101,3 99,2 153,1 82,5 91,3 107,5 97,6 
1976 101,1 109,0 100,4 99,0 88,6 96,8 89,9 90,5 100,3 150,3 71,8 82,6 110,9 102,1 
1977 107,0 108,9 102,7 106,6 88,0 93,7 86,4 93,3 104,2 127,7 69,6 83,8 108,5 111 ,1 
1978 107,4 110,4 104,0 105,0 89,7 94,5 89,0 93,5 105,3 106,8 72,0 85,9 99,7 130,4 
1979 105,7 109,2 103,6 110,4 106,3 96,8 97,1 95,7 104,5 96,6 81,6 93,9 99,6 112,8 
1980 100,0 100,0 100,0 100,0 100,0 100,0 100,0 100,0 100,0 100,0 100,0 100,0 100,0 100,0 

1981 92,2 92,5 89,7 105,4 93,3 94,0 95,0 98,5 90,4 105,7 102,6 86,2 110,4 108,2 
1982 81,7 90,2 89,6 114,2 90,4 89,5 98,l 99,9 92,9 99,9 95,9 81,0 125,6 97,0 
1983 79,7 91,1 88,8 108,9 79,4 86,7 100,0 107,5 90,5 93,4 88,7 76,5 130,7 105, l 
1984 78,5 87,9 84,9 107,9 79,0 85,0 98,5 106,7 83,6 89,0 86,4 70,8 140,3 107,7 
1985 79,5 88,6 83,2 105,3 78,9 86,5 98,8 106,5 81,1 89,7 87, l 70,4 146,9 106,4 
1986 83,5 93,9 90,8 91 ,7 80,3 89,0 104,0 113,2 85,3 89,7 81,9 77,3 118,l 134,0 
1987 86,2 105,1 95,9 90,8 82,4 88,2 99,8 117,7 88,l 90,6 82,3 83,l 105,0 140,4 
1988 83,6 104,7 92,5 94,9 86,1 85,2 96,1 114,6 86, l 91,4 89,3 80,8 100,8 149,7 

I The index of the real effective exchange rate is derived by multiplying the ir.jex of the nominal elTcctive exchange rate by a similarly calculated index of the relative change in unit Jabour costs 
in the total economy. 

Source: Commission services. 
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remained relatively stable due to capital flows and better 
monetary policy coordination, but this could change depend­
ing on market expectations and reactions to increasing im­
balances. But, in order to maintain the current growth dy­
namic in the Community and at the same time reduce these 
imbalances, it is necessary that the growth process in the 
EMS surplus countries and, particularly, in the Federal 
Republic of Germany remains or becomes increasingly led 

32 

by domestic demand. Recent economic developments in the 
Federal Republic of Germany suggest that this is already 
under way. In addition to contributing to a reduction in 
payments imbalances, it would also assist the growth and 
investment process in these countries and increase stability 
within the EMS. Furthermore, it would allow the Com­
munity to make a greater contribution to the international 
adjustment process. 



B. Problems, opportunities and challenges in the Community economy 

The economic situation has improved considerably. This 
situa tion , the most favourable for a long time, is giving the 
Community the chance to realize to a greater extent and 
more quickly its fundamental objectives: preparing for 1992, 
strengthening economic and social cohesion and reducing 
unemployment. 

The internal market programme will, in itself, give or is even 
already giving a strong impetus to productivity and growth. 
But as enterprises prepare themselves to face new realities, 
output patterns, geographical location and the utilization 
of factors of production will change. Therefore, while the 
ultimate benefits of 1992 in terms of growth and employment 
have been estimated to be significantly positive, there is 
some concern, especially about the transition towards the 
completion of the internal market. These uncertainties will 
be better overcome the more the achievement of the internal 
market is accompanied by policies resolutely oriented 
towards growth and employment as well as towards a re­
inforcement of economic and social cohesion in the Com­
munity . 

B.1. Exploiting the potential of the 
internal market 

In the course of the last year, the programme to complete 
the internal market by 1992 made considerable progress in 
relation to (i) the understanding of the size and nature of 
the potential economic gains that it offers, as well as to (ii) 
the legislative actions needed for its implementation. Both 
are reflected in the heightened awareness and expectations 
of the private sector. 

The legislative actions have been numerous. In the area of 
finance , the Council has agreed on a timetable and procedure 
for eliminating capital controls in all Member States. Agree­
ments were also reached on opening the non-life insurance 
market for larger risks. Commission proposals for the bank­
ing sector have been tabled and proposals for securities 
markets are under preparation. Progress has been made in 
the areas of public procurement, transport services and 
technical norms. Measures for the approximation of indirect 
taxes are under di scussion. 

Completion of the large internal market is first and foremost 
a huge programme for improving supply-side conditions, 
the success of which will be effected by markets and firms , 
that is at the microeconomic level. Studies completed in the 
last few months show that the realiza tion of the internal 
market will result in considerable gains for the Community 

in terms of potential GDP growth.' These gains will arise 
from a number of sources: reduced production costs follow­
ing the abolition of barriers affecting trade; better exploi­
tation of economies of scale due to the increased market 
size which will also facilitate the development of larger 
and therefore more competitive European firms; greater 
efficiency within firms; reduced monopoly power and more 
dynamic investment and innovations as a result of increased 
competition and budgetary savings resulting from the open­
ing of public markets. 

These potential benefits can only accrue if a rigorous compe­
tition policy is implemented to ensure (i) that the positive 
effects of greater competition are not diminished by State 
aids and subsidies, and (ii) that the free movement of goods 
and services is not impeded by individual firms in a dominant 
market position or by groups of firms acting in concert to 
restrict such competition. 

Due to their size, the microeconomic gains will have signifi­
cant macroeconomic consequences, which depend, in par­
ticular, on the reaction of firms and consumers. For example, 
faced with cheaper inputs and factor productivity gains, 
firms could reduce prices to their customers (consumers, 
firms or public administrations) or increase wages. They 
could use their additional profits to reduce their indebted­
ness more quickly or to self-finance their investments. Con­
sumers could react to a higher level of real income by raising 
the savings ratio or by increasing consumption. 

The studies mentioned above confirm that the reactions of 
the private sector to the completion of the internal market, 
notably by an increase in investment, will, in the medium 
term, allow the achievement of a significantly higher level 
of GDP and employment and lower inflation. But much 
depends on the way in which the public authorities react to 
the easing of the macroeconomic constraints, notably the 
reduction of the budget deficit, the improvement in the 
external position and a slowdown in inflation. It seems 
essential in this respect that the budgetary room for 
manceuvre created by the internal market will be used (i) 
in those countries where the budgetary situation remains 
difficult, to reduce more rapidly the budget deficit, and (ii) 
in the other countries it should be actively used to improve 
the conditions of supply and demand by reducing the tax 
burden and increasing economically profitable public invest­
ment. 

1 Notably "The costs of non-Europe', research published in European 
Economy, No 35. March 1988, under the title 'The economics of 1992'. 
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In this way, the productivity gains resulting from the com­
pletion of the internal market, at the macroeconomic level, 
can be accompanied by an even greater acceleration in GDP 
growth so that a favourable development in employment 
can take place. In such a context, the increase in total 
demand can remain sufficiently dynamic and profitability of 
investment sufficiently high. Better macroeconomic con­
ditions for growth and the completion of the internal market 
will thus reinforce each other. 

It would not, however, be opportune to wait for the 1992 
deadline to strengthen the consensus on the macroeconomic 
policies required for the European economies to increase 
potential output and sustain growth. In fact: 

(i) Firms are already incorporating the 'internal market' 
factor into their strategies. The more they can rely 
on macroeconomic policies being defined in clear and 
credible terms, the more energetic they will be in doing 
so. 

(ii) Restructuring at firm, sectoral and market level, already 
under way, is necessary if the productivity gains ex­
pected from the internal market are to be achieved. In 
the context of slow growth, it is possible that this could 
lead to job losses initially. This risk could be avoided 
and new jobs could more than compensate for the job 
losses due to restructuring by maintaining the Com­
munity economy on a sufficiently dynamic growth path. 
The inertia and opposition to the necessary restructur­
ing will be easier to overcome the more the realization 
of the 1992 objective results in an increase in employ­
ment and a reduction in unemployment. The acceler­
ation of growth and employment observed in 1988 puts 
this problem in a favourable light - a growth dynamic 
that needs to be maintained and strengthened over the 
medium term. 

These various movements in the public and private sectors 
confirm that the 1992 programme has achieved, in the words 
of the European Council of Hanover, the stage of irreversi­
bility. The rising awareness of the private sector still, how­
ever, must continue to be translated into even stronger 
growth of investment and, thence, the capacity for faster 
non-inflationary growth. It may be expected that this will 
follow, on condition that the public authorities ratify these 
expectations with (i) further agreements in the next 12 
months on several important outstanding proposals in the 
1992 programme, (ii) complementary actions in several as­
sociated domains, such as structural, social and external 
trade policies, and (iii) support for a consistent, growth­
oriented macroeconomic policy. 
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B.2. Towards greater economic and 
social cohesion 

The strengthening of economic and social cohesion in the 
Community as well as the improvement in living and work­
ing conditions of the workforce are objectives of the Com­
munity as confirmed by the Single European Act (Articles 
130a and 117). This is why particular attention should be 
accorded to the regional and social dimension in the face of 
the changes which will occur in the European economies in 
the coming years. 

B.2.1. Narrowing income gaps within the 
Community 

The income gap between citizens from the various countries 
and regions of the Community is a complex and pressing 
issue. This catching-up process is, in its own right, one of 
the more fundamental economic and social objectives of the 
EC. Historical experience shows that it is possible to reduce 
in a significant way the per capita GDP disparities, measured 
in purchasing power standards (PPS), which exist between 
the different regions and countries. For example, between 
1960 and 1973, the gap between the four poorest countries 
of the current Community of Twelve and the four richest 
narrowed by about one third. It widened again following 
the first oil shock. But since mid-1980, this gap has again 
tended to narrow, in particular because of good growth 
performances in Spain and Portugal. Moreover, the dispar­
ities in per capita GDP between the different regions within 
countries are very large. Such disparities exist in all 
countries. For example in Italy, the per capita GDP is almost 
equal to the Community average, but that of the southern 
regions is 30 % below while that of the north-western regions 
is 30 % above. In these conditions, the strengthening of 
economic and social cohesion of the Community also 
necessitates a convergence towards the higher levels of per 
capita GDP between regions within countries. 

The trend differences in GDP and population growth imply 
that, in the period immediately ahead, no more than a small 
reduction in the disparity of average per capita incomes can 
be envisaged. An extrapolation of the trends of recent years, 
not taking into account the effect of the doubling of the 
structural Funds, suggests that in 1992, average per capita 
GDP in the four poorest countries will still represent only 
some 65 % of average per capita GDP in the four richest 
countries (against 60 % in 1987). 
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Table 17 

Per capita GDP at current market prices and purchasing power standards 
(EUR 12 = JOO) 

B DK D GR E F IRL L NL p UK EUR41 EUR82 EUR 12 WMAD' Ratio°' 

1960 95,6 119,6 117,9 38,7 59,1 101,6 61,9 91,3 137,0 118,6 38,4 128,3 52,4 110,4 100,0 20,4 41,5 

1961 95,5 120,9 116,4 40,8 62,6 101,4 62,3 93,8 134,7 115,3 38,7 125,7 55,0 109,8 100,0 18,6 45,4 
1962 96,4 122,3 116,3 39,7 65,4 102,5 62,0 95,4 130,1 114,0 39,9 121,5 56,7 109,4 100,0 17,2 47,7 
1963 96,4 117,8 114,2 42,0 68,1 102,4 62,3 96,6 128,6 112,5 40,5 121,4 58,9 108,9 100,0 16,0 50,0 
1964 97,5 121,9 115,0 43,3 68,3 103,0 61,6 93,9 130,8 114,6 41,0 121,0 59,3 108,8 100,0 16,7 50,2 
1965 96,8 122,3 116,l 45,5 69,5 103,4 60,5 93,0 127,5 115,l 42,6 119,0 60,7 108,5 100,0 16,6 51,5 
1966 96,2 120,8 114,8 46,5 71,3 104,6 59,1 94,9 124,l 113,2 43,1 116,9 62,0 108,2 100,0 15,5 53,4 
1967 96,6 120,3 111,2 47,1 71,4 105,6 60,1 98,1 120,5 114,5 45,l 116,2 62,6 108,l 100,0 14,4 53,8 
1968 95,8 118,8 111,7 47,9 72,0 104,4 61,8 99,2 119,6 115,2 46,8 115,0 63,5 108,0 100,0 13,6 55,0 
1969 97,0 119,7 113,1 49,9 73,9 105,5 62,1 99,6 124,5 115,3 45,6 110,3 64,9 107,6 100,0 12,8 56,9 
1970 99,0 116,5 113,3 51,7 73,3 106,3 61,2 100,3 123,1 115,8 48,1 108,2 65,2 107,6 100,0 12,4 57,2 

1971 99,5 115,7 112,4 53,7 73,9 108,1 61,1 98,9 122,0 116,1 50,3 107,7 66,3 107,3 100,0 12,3 58,5 
1972 100,6 116,7 112,2 55,9 76,2 109,4 61,7 97,8 123,8 114,4 52,4 105,7 68,5 106,8 100,0 11,9 60,7 
1973 100,6 113,8 110,7 56,6 77,1 108,2 60,2 98,4 125,9 112,5 55,2 107,5 69,5 106,6 100,0 11,3 62,5 
1974 102,9 110,7 109,2 53,6 79,1 109,4 60,9 100,4 127,7 114,4 54,3 105,0 70,2 106,5 100,0 10,5 63,5 
1975 102,6 111,2 109,5 57,1 79,9 110,8 63,0 97,6 120,1 115,0 51,2 105,9 70,9 106,5 100,0 11,3 63,5 
1976 103,4 113,0 110,9 57,3 77,9 111,0 60,1 98,3 117,1 114,7 51,1 105,1 69,4 106,9 100,0 11,6 62,1 
1977 101,8 112,2 112,2 57,2 77,9 111,6 62,9 97,8 116,7 114,3 52,3 104,1 69,8 106,9 100,0 11,8 62,0 
1978 101,8 110,6 112,5 58,7 76,4 111,9 64,9 97,5 117,9 113,4 52,3 105,1 69,2 107,1 100,0 12,3 61,6 
1979 101,0 111,1 113,9 58,5 73,8 111,8 64,0 99,1 117,4 112,1 53,5 104,2 67,6 107,5 100,0 12,4 59,9 
1980 104,3 109,4 114,0 58,4 73,7 112,0 64,7 101,9 117,2 111,2 54,9 100,9 67,8 107,5 100,0 12,1 60,0 

1981 103,0 108,7 114,2 58,0 72,9 112,9 66,2 103,1 116,9 109,8 55,3 99,8 67,4 107,6 100,0 12,3 59,5 
1982 104,0 111,5 113,0 57,6 73,0 114,6 66,6 102,6 118,0 107,2 55,9 100,5 67,5 107,6 100,0 12,3 59,4 
1983 102,9 113,0 113,7 56,8 73,0 113,4 64,9 101,5 120,0 107,0 54,7 102,7 67,1 107,8 100,0 12,9 59,1 
1984 102,8 114,4 114,8 56,8 72,4 112,1 65,1 102,5 125,0 107,6 52,2 102,3 66,3 108,0 100,0 12,8 58,4 
1985 101,9 116,5 114,9 57,0 72,1 111,0 64,2 102,7 126,5 107,2 52,4 103,5 66,1 108,0 100,0 12,9 58,4 
1986 101,8 117,6 115,1 56,2 72,5 110,3 62,6 102,9 126,6 106,6 53,0 103,8 66,2 108,0 100,0 12,9 58,6 
1987 100,8 112,7 114,l 53,8 73,9 108,9 62,9 103,4 125,6 105,4 53,5 106,2 66,8 107,9 100,0 12,6 59,8 
19885 99,9 109,1 113,8 52,8 74,6 108,4 62,4 103,2 124,6 103,6 54,8 107,5 67,3 107,8 100,0 12,3 60,5 
19895 100,3 107,1 113,5 51,1 75,6 108,4 63,1 102,7 124,9 102,6 55,5 108,2 67,8 107,7 100,0 12,2 61,1 

EUR 4: GR. E, IRL, P. 
EUR 8: B, DK, D. F. I, L. NL. UK. 

l WMAD = Weighted mean absolute deviation. 
Relationship between per capita GDP in the four poorest countries and the four richest countries in the Community. 
1987-89: Economic fon:ca.,u, September/October 1988. 

Souru: Eurostat and Commission services. 
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The average per capita GDP is not the only criterion by 
which the degree of economic and social cohesion can be 
measured, even ifit is the main one. In the area of unemploy­
ment, significant disparities exist not only between Com­
munity countries but also between regions . In Spain and 
Ireland, for example, unemployment stands at around 20 % 
of the active population compared to a Community average 
of 11 %. Furthermore, certain regions in southern Italy as 
well as in central and northern Europe are particularly 
affected by unemployment. It is also clear that high levels 
of underemployment of the workforce are often related to, 
if not the cause, of lower per capita GDP. The catching-up 
process should therefore be accompanied by a downward 
convergence of unemployment rates. 

The less favoured countries, in particular Spain, Portugal 
and Ireland, have, in recent years, made major strides in 
adjustment and consolidation, a fact which , in itself, should 
accelerate the narrowing of the gap. In Greece also, some 
favourable developments have taken place but to a lesser 
extent. Inflation in Ireland (2 % in 1988), for example, is 
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now less than the Community average and in Spain (4 Y2 %) 
it is just one percentage point above. Taking the four 
countries together: the inflation rate has declined by 11 
percentage points since 1981 ; the balance of current trans­
actions is now close to equilibrium (- Y2 % of GDP) after 
having been well in deficit ( - 4,3 % of GDP) in 1981 ; the 
adjustment of real unit labour costs has been particularly 
large, falling by about 12 % since 1981 compared to some 
6 % on average in the Community. 

The decision of the European Council, held in Brussels on 
11 and 12 February 1988, to double the budgetary commit­
ments of the structural Funds between 1987 and 1993 shows 
the Community's determination to make an active contri­
bution to the catching-up process of the less-favoured 
countries and regions . The subsequent adoption by the 
Council of a framework regulation on the tasks of the Funds 
and their effectiveness and coordination with the operations 
of the European Investment Bank establishes the main oper-
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ating principles (Regulation No 2052/88 of 24 June 1988). 
This regulation sets out, in particular, a new model for the 
'partnership' between the Community and Member States 
intended to ensure that the Funds contribute effectively to 
the objectives of economic and social cohesion. 

The Community resources, together with appropriate struc­
tural and macroeconomic policies, can make an important 
contribution to the acceleration of the catching-up process. 
In fact, the increased structural Funds and financial instru­
ments could represent in Greece, Portugal and Ireland 4 to 
5 % or even more of GDP. In Spain and Italy, they would 
represent a smaller percentage of national GDP, but, con­
centrated on the poorest regions, they will represent a similar 
percentage of the GDP of these regions. This opportunity 
must be seized by the beneficiary countries. In this regard, 
paying due attention to the effective use and additionality 
at programme level in the allocation of these resources to 
priority development needs is necessary but insufficient. 

Table 18 

Macroeconomic adjustment indicators in the poorest countries 

GR 
E 
IRL 
p 

EUR 4 
EUR 8 
EUR 12 

lnnation rate 
(Private consumption) 

1981 1988 1 

23,4 13 '!. 
14,3 4'1. 
19,6 2 
23,3 9 '12 

16,8 6 '!. 
11,4 3 
12,1 3 '12 

1 September/October 1988 foreca!i.ts of the Commission services. 

At the macroeconomic level the Community support allevi­
ates the balance-of-payments constraint of the recipient 
countries. The overall influence on medium-term economic 
growth essentially depends on the capacity of the recipient 
countries to attract private capital by credible management 
of economic policy and greater returns on investment and 
on the domestic counterpart to the easing of the external 
constraint. If this counterpart is found in an increase in the 
share of consumption in GDP in the countries concerned, 
the overall effect will be limited and the chance to fully 
exploit the opportunities offered will be missed. If, on the 
other hand, the macroeconomic counterpart of the increase 
in these Community resources is an equivalent increase in 
the investment share and an improvement in the efficiency 
of investment, the doubling of the structural Funds will 
deliver its full benefits. In reality, micro and macroeconomic 
behaviours are interdependent. There is no incentive for 
firms to invest more, unless profitability (and therefore also 
productivity) is high; otherwise, the increased transfers 
would mainly lead to a substitution of sources of finance. 
Similarly, a dynamic environment broadens the range of 

Balance or current Real unit 
transactions with the labour costs 

rest of the world (Index) 
as% of GDP 

1981 1988 1 1981 19881 

-0,7 -2'!. 100 100,0 
-2,7 - '!. 100 86,0 

-14,7 2 '12 100 90,5 
-12,2 0 100 83,8 

-4,3 - '!. 100 88,0 
-0,4 '12 100 94,0 
-0,7 '12 100 93,2 
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Table 19 

Gross fixed investment as % of GDP 

Selected periods 

1960-73 1974-79 1980-84 1985-89 

B 21,6 21,9 17,7 16,8 

DK 23,8 22,l 16,7 18,5 

D 24,9 20,8 21,1 19,6 

GR 22,4 22,8 21,0 18,5 

E 24,0 24,6 20.9 20,4 

F 23,5 23,4 21.2 19,3 

IRL 20,7 25,9 26,0 18,2 

I 26,0 24,6 22,6 20,3 

L 26,0 25,l 23,8 21,2 

NL 25,0 21,0 19,0 19,8 
p 24,0 26,3 28,7 24,4 

UK 18,3 19,3 16,8 17,9 

EUR 12 23,2 22,2 20,5 19,4 

USA 18,2 18.7 18,0 17,5 
Japan 32,7 31,8 29,6 29,2 

' September/October 1988 forecasts. 

Source: Commission services. 

opportunities available for more productive investment and 
better returns. 

By easing the resource constraint both internal and external, 
the doubling of the structural Funds creates the initial con­
dition for a sustainable resumption of the catching-up pro­
cess. It is therefore necessary that the less-favoured countries 
continue with and strengthen the implementation of bold 
adjustment policies, so as to gain the maximum benefit 
from the resources assigned to them to reduce economic 
disparities. 
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1979 1986 1987 19881 

20,7 16,1 16,6 17,6 

20,9 20,4 18,5 17,7 

21,8 19,5 19,3 19,8 

25,8 18,5 17,6 18,2 

21,6 18,7 20,I 21,5 

22,4 18,8 19,0 19,6 

30,5 18,7 17,5 17,2 

23,l 20,l 20,0 20,1 

24,4 20,7 23,8 21,8 

21,0 19,6 19,8 20,3 

26,6 21,6 24,3 26,4 

18,8 17,2 17,4 18,4 

21,7 18,9 19,1 19,7 

20,4 17,8 17,3 17,2 

31,7 27,8 29,4 30,5 

B.2.2. The social dimension of the 
internal market 

(as" of GDP) 

19891 

17,8 

17,3 

20,0 

19,2 

22,7 

20,1 

17,4 

20,I 

21,8 

20,4 

28,2 
19,1 

20,1 

17,2 

30,8 

Catching-up in economic terms must go hand in hand with 
catching-up in social terms, while maintaining basic social 
standards in the rrfore advanced countries. Thus, apart from 
its regional aspects, the social dimension of the internal 
market is essential. Three elements are important in this 
respect: (i) the social effects of the completion of the internal 
market; (ii) the convergence in the improvement of living 
and working conditions of the workforce (Article 117 of the 
EEC Treaty); (iii) social dialogue. 
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The productivity gains which will flow from completion of 
the internal market will also entail structural changes in 
markets and firms. Policies must be implemented which take 
account of the social effects of this restructuring. In this 
respect, investment in the best resource available to the 
Community, its people, is essential. A greater emphasis on 
vocational and in-service training will make it easier for the 
employed to meet these changes and for the unemployed to 
re-enter working life. 

The completion of the internal market will intensify compe­
tition between firms of countries with quite different working 
and social conditions. These differences largely correspond 
to levels of productivity and capital efficiency which vary 
just as widely. In these circumstances, it is essential first to 
create economic conditions which will engender an upward 
convergence of social standards. The lower real wage levels 
and less onerous social regulations in the less advanced 
countries are comparative advantages which enable them 
to make progress in the catching-up process. In addition, 
minimum health and safety standards at work and the pur­
suit by Member States, according to Article I 18a of the EEC 
Treaty, of the objective of harmonizing conditions in this 
area, while maintaining the improvements already made, 
will contribute to better working and living conditions as 
well as to the avoidance of distortions in competition be­
tween the firms of different Member States. In this context, 
greater job mobility with maintenance of benefits when 
changing jobs, as well as other guaranteed rights, should 
also be sought. 

Strengthening the social contract at the enterprise level im­
plies rights for workers to be involved in the running of their 
companies and in sharing the benefits arising from higher 
productivity, broader-based management and a better cli­
mate at the work place. In this regard, particular attention 
should be given to the advantages that can arise from the 
adoption by firms on a voluntary basis of the European 
company statute, allowing companies to operate across the 
frontiers without violating existing corporate laws and which 
foresees the implementation of worker participation schemes 
in the countries concerned. 

In the framework of the social dialogue at Community level, 
the social partners have, on several occasions in the last 
few years, expressed their support for the general thrust of 
economic policy of the Community. This agreement rep­
resents a precious achievement. This consensus must now 
be strengthened if the remaining tasks are to be accomplished 
successfully. It must also be extended or deepened at the 
national level according to the arrangements 1 prevailing in 
the Member States. The contribution of the social partners 
in the area for which they are competent is vital to the 

shaping of the social dimension of the internal market. For 
its part, the Commission will continue to contribute to the 
development of Community-level dialogue between manage­
ment and labour which, according to Article 118b of the 
EEC Treaty, as amended by the Single European Act, could 
lead to relations based on agreement, if the two sides con­
sider it desirable. In this respect, the development of closer 
cooperation between the social partners of different Member 
States in bordering regions could be an encouraging first 
step towards an awareness of the European dimension in 
industrial relations. 

B.3. Towards more employment creation 

Unemployment remains the major challenge for the Com­
munity. It more than doubled during the 1970s, from 2,8 
million in I 973 to 7, I million in 1979 (from 2,4 % of the 
labour force to 5,7 %). It has doubled once again since the 
beginning of the I 980s, now extending to about I 5,4 million 
people or I I ,3 % of the labour force (see Table 6 in Section 
A.2). Furthermore, long-term unemployment continues to 
grow and already exceeds 50 % of total unemployment. On 
average, the rate of youth unemployment in the Community 
is still over 20 % . 

Thanks to the stronger net supply of jobs, the trend of 
unemployment which has been rising for over two decades 
gradually started to be reversed in 1987. This is a significant 
change of direction in Europe's labour market. 

Since 1985, the annual rate of employment creation in the 
Community on a per capita basis reached a historically 
high level (close to I %). The volume of employment has 
increased less, however, since much of the increase has taken 
the form of part-time employment. In 1988, employment 
creation remains above the Community average in countries 
such as Spain (2,6 %), the United Kingdom (1 ,9 %), Luxem­
bourg (1 ,7 %) and Portugal (1 ,7 %). Longer-lasting and 
more sustainable growth (than that experienced in the 1970s) 
is thus also becoming even more employment-creating. 

This performance is none the less still unsatisfactory in at 
least two respects : (i) when compared with that of other 
industrialized countries, and (ii) when compared to Europe's 

1 Article 3, Council Directive of 18 Februa ry 1974 on stability, growth and 
full employment in the Community (74/ 121/ EEC). 
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own post-war history. For example, in the United States 
and Japan, the rate of job-creation has been adequate to 
restore or to maintain an unemployment rate very close to 
the one prevailing a decade ago, before the second oil shock. 
Therefore, by international standards, Europe has a long 
way to go. 

While other industrialized countries are approaching full 
employment, a mechanical extrapolation of the growth trend 
of the years prior to 1988 suggests that the unemployment 
rate in 1992 in the Community would not be much below 
one tenth of the labour force. Unemployment represents an 
underutilization of the labour resource. This resource must 
be transformed into a basis for growth, as it was in the 
post-war period. About 15 to 18 million people engaged in 
agriculture with low marginal productivity and low incomes 
moved into industry and services, where pay was better. 
Thanks to the realized rapid growth of income and to the 
strong development of trade and innovation, the resulting 
capital accumulation turned into jobs, demand and even 
faster growth. 

Table 20 

Economic growth and employment 

1973 1975 1979 

1960 1973 1975 

EUR 12 

GDP 4,8 0,4 3,4 
Employment 0,3 -0,4 0.3 

USA 

GDP 4,0 -0,9 4,1 
Employment 1,9 -0,5 3,6 

Japan 

GDP 9,6 0,7 5,1 
Employment 1.3 -0.1 1,0 

I September/October 1988 forecasts of the Commission services. 
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The development of unemployment has been affected by 
changes in demography and participation rates. These two 
factors have moved in opposite directions. The annual in­
crease in the population of working age ( 15-64) in the Com­
munity, on the one hand, has certainly slowed down from 
I % at the beginning of the 1980s to 'I. % today, but it will 
still contribute to a growing labour supply in the near future. 

Overall participation rates of the population of working age 
in the Community, on the other hand, declined between 
1975 and 1985 from 64,4 % to 63,3 %, due to a marked 
decline in male participation from 87,5 % to 80,8 %, which 
outweighed the steady increase in female participation from 
45,3 % to 49,0 %. Thus, the overall decline in participation 
has somewhat slowed down the increase in unemployment. 
In recent years, however, male participation appears to have 
stabilized while female participation seems to continue its 
upward trend. Therefore, overall participation is now re­
covering. This is a positive phenomenon, but it renders 
the reduction of unemployment in the Community more 
difficult. 

( annual average rates of chanxr. in % ) 

1984 1985 1986 1987 19881 19891 

1979 

1,2 2,5 2,6 2,9 3,4 2,8 
-0,5 0,6 • 0,8 0,9 1,1 0,9 

2,4 3,1 3,0 3,4 3,9 2,3 

1,3 2,4 1,7 2,6 2,3 1,6 

3,9 4,5 2,4 4,2 5,6 3,8 

0,9 0.7 0,9 1,0 1,0 0,8 
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Differences between part1c1pation rates in Member States 
are vast; they range from 53 % in the Netherlands to more 
than 83 % in Denmark. This is to a large extent due to wide 
discrepancies in female participation, where Spain with only 
34 % and Denmark with more than 78 % (in I 986) provide 
the extreme cases. Furthermore, the estimated overall Com­
munity participation rate of 64 Y. % in 1988 is significantly 
lower than in other industrialized countries (e.g. 72 Y, % in 
Japan, 76 % in the USA, 82 Y. % in Sweden and 70 Y. % in 
the OECD average 1) . 

All this indicates that with regard to labour supply there is 
a significant potential for stronger and sustained economic 
growth in the Community. The increase in employment in 
general and in particular the growing willingness of women 
to seek employment could also provide a broader basis for 
the sharing of the burdens of taxation and social security, 
which will become more and more important in the medium 
and longer term to compensate for the ageing of the Com­
munity's population. To take full advantage of this potential, 
employment creation must be centre stage in the Com­
munity's economic policy. 

In order to appreciate recent developments in the Com­
munity's labour market three points deserve particular atten­
tion. 

1 OECD, Economic outlook, June 1988. 

Table 21 

Employment creation by sector in the Community 

1974 1 1986 

1958 1974 

Agriculture - 4,4 -3,0 

Industry 0,5 - 1,7 

Services 1,7 1,6 

Total 0,2 -0,1 

EUR 5 (B. D. F. IRL. I ). 
September/October 1988 forecasts of the Commission services. 

First, the process of sectoral change continues. Employment 
in agriculture is declining further; it now provides only 
8 % of total Community employment. Industry has also 
continuously shed employment for more than a decade. 
Today, with higher overall growth rates, this seems to have 
come to an end. The current expansion of net employment 
is, however, still provided virtually by the service sector 
alone. 

Second, part-time work has increased considerably and con­
tinues to do so. On average, for the Community, part­
time employment as a proportion of total employment has 
increased to about 14 % . In the past few years three quarters 
of the net employment created in the Community have been 
part-time. Recent information concerning Spain confirms 
that an even higher proportion of new jobs created since 
early 1987 have been part-time in nature. The increase in 
part-time employment, to the extent that it is voluntary, is 
a sign of a healthy labour market. To the extent, however, 
that it is involuntary (13 % of all part-time employed, ac­
cording to the 1986 Community labour force survey), it 
indicates a degree of under-employment. 

Third, an indicator of progress made in the Community 
towards achieving healthier labour markets is the relative 
evolution of real per capita labour costs and productivity (real 
unit labour costs). On average, this ratio has fallen in the 
Community, by over 6 % since 1981. This fall has been 

1987 19882 19892 
Shares in total 
employment in 

1958 1974 1986 

-2,0 22,8 11,5 8,1 

-0,0 0,2 0,2 39,1 39,5 32,5 

2, 1 38,1 49,0 59,4 

0,9 1,1 0,9 100 100 100 
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particularly large in the poorest countries (except for Greece; 
see Section B.2.1 ). 

Table 22 

Real unit labour costs 1 

EUR 12 

EUR43 

EUR 83 

1960 

96,0 

92,5 

95,5 

1973 

97,0 

94,3 
97,1 

1981 

100 
100 
100 

19882 

93,2 
88,0 
94,0 

//98/ = JOO) 

19892 

92,8 
87,7 

93,5 

I Real per capita labour costs divided by productivity (GDP over total employment). 
2 September/October 1988 forecasts of the Commission services. 
J EUR 4: Greece. Spain. Ireland. Portugal; EUR 8: other EC countries. 

This trend in real unit labour costs is favourable for a variety 
of reasons. First, it helps to boost profitability of fixed capital 
and hence to set an important precondition for a higher 
propensity to invest. The decline in real unit labour costs 
indicated in Table 22 also implies that the share of profits 
in value added has developed very favourably which does, 
however, not represent a proportionate increase in profita­
bility. Because, today, a larger amount of capital is required 
per person employed, profitability of capital has not yet 
regained the level of the 1960s, a period of almost full 
employment in the Community. 

Secondly, the income of capital relative to that of labour is 
moving in a direction which slows down the tendency for 
labour to be substituted by means of capital-deepening in­
vestment. Whereas, for example, between 1960 and 1974 an 
annual average growth of the capital stock of more than 
5 % accompanied a rate of net employment creation of 
0,3 % , this ratio was 3 % to -0,3 % between 1974 and 1983 
and 2,3 % to 0,7 % after 1983. The moderate real wage 
growth of the 1980s thus shows significant effects. In order 
to further accelerate employment creation, it has to be con­
tinued to an extent which may differ between Member States. 

The employment content of investment could also be im­
proved by broader efforts to stimulate higher capital pro­
ductivity along with lower capital/labour ratios. Higher capi­
tal productivity would help to avoid capacity constraints in 
sectors where demand is already strong. It would also im-
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prove the competitiveness of European firms and thus create 
additional demand. In sectors and enterprises where demand 
is particularly strong this could, for example, be achieved 
by longer operating hours of equipment, which would allow 
the employment of more labour per unit of capital. Today's 
restrictions on operating and opening hours both by law 
and collective agreements should give way to a more flexible 
approach. The appropriate implementation would have to be 
determined by pragmatic decentralized negotiations between 
the social partners. The cost reductions resulting from longer 
operating hours of equipment could in part be used to 
compensate employees for less attractive working hours with 
additional reductions of individual working time, which would 
then still be neutral to the level of total costs. This would 
further increase the employment content of economic 
growth. 

The basic direction of policy to successfully tackle the Com­
munity's large-scale unemployment remains uncontroversial. 
At present, the more favourable economic performance pro­
vides a good opportunity for the adjustment necessary to 
sustain the higher growth path and to make it more resistent 
to possible shocks. But the conditions for more employment­
creating growth and investment have to be further improved 
along the lines of the Community's cooperative growth 
strategy for more employment. 1 

At the macroeconomic level, the conditions for a further rise 
in profitability and sustained trend of job-creating invest­
ment must continue to be strengthened. In this connection, 
moderate increases in real wages coupled with the now more 
favourable outlook for demand remains indispensable. At 
the microeconomic level, structural policies have an essential 
role to play in increasing the adaptability of the markets in 
goods, services, capital and labour, in encouraging entre­
preneurial initiative and thus in improving the efficiency 
of the Community economies. The lifting of unnecessary 
administrative barriers, notably where these stand in the 
way of a major improvement in the employment situation, 
has a high priority. In order not to call into question funda­
mental rights in the fields of social security, of social protec-

I See · Annual Economic Reports 1985/86, 1986/87 and 1987 /88'. in Euro­
pean Economy, Nos 26, 30 and 34. 
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tion and of working conditions, appropriate regard must be 
given to the social dimension, and the process of structural 
adjustment must be accompanied by a wide social dialogue 
(see Section B.2.2). Furthermore, with some parts of the 
unemployed in danger of losing contact with the labour 
market and with structural change continuing, a special need 
has developed to focus on employability (see Section C. I). 

With the full implementation of the macro and microecon­
omic policies outlined above and the completion of the 

Table 23 . ~-

Compensation per employee 

Selected periods 

1973 1979 1984 1989 

1960 1973 1979 1984 

B 8,9. 11,9 7,2 3,6 

DK 10,7 12,0 8,9 4,9 

D 9,2 7,4 4,7 3,1 

GR 10,2 22,0 21,8 16,3 

E 14,6 22,9 14,0 7,7 

F ' 9,9 . 14,7 12,5 4,3 

IRL 11;3 19,2 15,4 4,8 

I 11,6 19,9 17,7 8,2 

L · 7,4 11,3 7,7 4,2 

NL 11,4 10,2 3,6 1,4 
p 12,0 25,8 19,8 14,8 

UK 8,3 17,2 11,1 7,3 

EUR 12 10,0 15,1 11,2 5,8 

USA 5,7 8,2 7,2 4,4 
Japan 14,0 12,6 4,8 3,9 

I September/October 1988 forecasts. 

Source: Commission services. 
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internal market, the Community would have the chance to 
transform its 1988 growth rate of about 3 '12 % into a lasting 
medium-term growth path of this order of magnitude or 
even better. If this could be realized, employment could 
expand at a rate of about 1 '12 % per year in the Community. 
Such an increase in employment would - in spite of a still 
growing labour supply due to demographic factors and 
increasing participation rates - be sufficient to reduce the 
Community unemployment rate by about I percentage point 
per year. 

( annual % changt) 

Change on previous year 

1985 1986 1987 19881 19891 

4,8 3,8 3,3 2,2 3,8 
4,5 4,7 8,2 4,5 2,5 

3,0 3,9 2,9 3,0 2,5 

22,6 15,7 12,5 17,0 14,0 

10,1 8,3 7,5 6,5 6,1 

6,6 4,0 3,3 3,8 3,8 

6,4 5,1 5,1 3,5 3,9 

10,2 7,7 8,7 7,0 7,5 

3,8 5,0 3,9 3,4 5,0 

1,4 1,6 1,3 1,9 1,0 

22,4 17,0 13,9 11,0 10,0 

6,7 7,3 7,0 7,5 7,8 

6,9 6,1 5,5 5,3 5,2 

4,3 3,7 4,1 5,3 4,8 
3,4 3,7 3,1 4,4 4,7 
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Table 24 
Real compensation per employee 1 

( annual % change) 

Selected periods Change on previous year 

1973 1979 1984 1989 1985 1986 1987 19882 19892 

1960 1973 1979 1984 

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

GR 5,5 5,6 1,2 0,5 4, 1 - 2,8 -1 ,6 2,4 0,9 
E 7, 1 3,9 1,3 0,7 1,3 - 2,3 1,7 1,2 1,7 
F 4,8 3,8 1,9 0,6 0,8 - 0,7 0,7 1,0 1,3 

IRL 3,9 4,2 2,1 1,0 1,3 - 0,5 2,6 1,1 0,8 
I 5,9 2,4 1,3 1,9 1,3 - 0,3 3,1 2,2 3,2 
L 2,9 4,5 0,2 1,8 0,3 2,4 2,8 1,2 2,2 

NL 5,0 2,6 - 0,5 0,8 - 0,3 0,8 2,3 1,6 - 0,4 
p 7,7 5,1 - 1,4 0,7 0,6 -0,7 1,6 0,5 1,8 
UK 3,0 1,0 1,5 2,0 0,7 3,7 2,0 1,9 2,0 

EUR 12 4,6 2,6 1,3 1,2 0,8 0,5 1,6 1,4 1,4 

USA 2,0 0,2 1,1 1,0 1,1 1,0 0,7 1,9 0,2 
Japan 7,6 4,2 2,6 2,5 1,9 1,9 2,9 3,5 2,3 

I From the point of view of costs: compensatio n o f employees per wage and salary earner defla ted by the GDP deflater. 
2 September/October 1988 fo recasts. 

Source: Commission services. 

Table 25 
Labour productivity 

(GDP at constant prices per person employed, annual % change) 

Selec ted periods Change on previous year 

1973 1979 1984 1989 1985 1986 1987 1988 1 1989 1 

1960 1973 1979 1984 

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

GR 8,2 3,0 - 0,3 1,2 1,9 1,3 - 0,3 1,7 1,3 
E 6,5 3,2 3, 1 2,2 3,7 1,4 2,2 2,1 1,8 
F 4,9 2,7 1,8 2,2 2, 1 1,8 2,2 2,5 2,3 

IRL 4,3 3,4 3,0 2,6 3,3 0,1 4,2 2,9 2,8 
I 5,7 1,8 1,3 2,5 1,3 1,9 3,2 3,4 2,6 
L 3, 1 0,8 2,2 0,8 2,4 0,3 - 0,4 0,9 0,9 

NL 3,9 2,4 1,7 0,9 1,0 0,6 0,3 1,3 1,4 
p 7,4 3, 1 0,2 2,9 3,6 4,3 1,8 2,3 2,7 
UK 2,9 1,3 1,7 2,1 2, 1 2,5 2,6 1,9 1,6 

EUR 12 4,5 2,3 1,7 2,0 1,8 1,8 2,0 2,4 2,0 

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

I September/October 1988 forecasts. 

Souru: Commission services. 
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Table 26 

Real unit labour costsl 

( /96/-69 = /IX)) 

1961-69 1975 1979 1981 1985 1986 1987 19882 1989' 

B 100,0 110,4 112,7 115,4 109,0 107,8 107,9 106,7 106,2 
DK 100,0 104,6 100,2 100,6 93,6 92,5 97,4 97,2 95,3 
D 100,0 107,0 102,5 104,5 98,8 98,0 97,7 96,3 94,8 

GR 100,0 · 87,2 96,7 101,0 106,0 101,7 100,4 101,0 100,6 
E 100,0 105,5 106,7 105,6 95,5 92,0 91,5 90,8 90,7 
F 100,0 105,6 105,4 108,3 104,6 102,1 100,6 99,1 98,2 

IRL 100,0 104,3 100,5 100,3 94,3 93,7 92,3 90,7 88,9 
1 100,0 111,7 107,5 108,2 107,4 105,1 105,0 103,8 104,5 
L 100,0 119,7 117,0 120,5 104,3 106,5 109,9 110,3 111,8 

NL 100,0 110,5 107,3 104,1 94,7 95,0 96,9 97,2 95,5 
p 100,0 143,3 119,9 119,7 107,6 102,4 102,2 100,4 99,6 
UK 100,0 110,2 100,1 101,3 97,4 98,5 97,9 97,8 98,2 

EUR 12 100,0 107,3 103,1 104,4 99,9 98,6 98,2 97,3 96,8 

USA 100,0 101,7 102,5 102,2 101,8 101,7 101,8 102,0 101,3 
Japan 100,0 110,6 107,5 106,5 103,8 104,1 103,8 103,3 102,5 

I Compensation of employees per wage and salary earner deflated by the GDP deflator and divided by real GDP per person employed. 
2 September/October 1988 forecasts. 

Source: Eurostat and Commission services. 
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C. Policy for growth and greater confidence 

The renewed investment, which is under way, increases the 
chances of realizing the objective of sustained, durable and 
non-inflationary employment-creating growth. The current 
favourable trend needs to be reinforced over the coming 
months. However, some aspects of the problem are different 
in the various countries. In some countries external demand 
has outstripped domestic supply, giving rise to inflationary 
pressures and/or a deterioration in the external account. In 
these circumstances, it is important that growth is restored 
to more sustainable rates . The running should now be taken 
up by those countries where growth has been slower and 
weaker and who now have better conditions for internal 
growth. This will also contribute to a renewed equilibrium 
in the external accounts of the different countries. 

C.1. Structural and labour market policies 

Structural policies are required in their own right to improve 
the adaptability and efficiency of the Community economies 
and thus to make a non-inflationary rise in output and 
employment sustainable, while simultaneously pursuing the 
Community's social and environmental objectives. The ob­
jective behind efforts to increase flexibility is not to destroy 
social achievements but to create even more employment. 
Furthermore, structural policies must accompany the com­
pletion of the internal market in order to ensure that its full 
benefits are actually forthcoming. 

Competition policy must be stringently enforced by rigorous 
application of the legislation, by the introduction of a control 
of concentration with a Community dimension and by strict 
control of State aids. Moreover, the public and private 
sectors should be treated in a non-discriminatory manner. 
In this context it is desirable that complete transparency is 
assured in the relations between public enterprises and the 
State. 

Emphasis must continue to be placed on research and devel­
opment and on improving the technological competitiveness 
of European firms . Here the Community has a particular 
role to play as it encourages and coordinates national re­
search efforts and develops a genuine European approach 
to research and technology by supporting Community-wide 
collaboration projects in a variety of sectors, inter alia infor­
mation and communication technology (Esprit II and 
RACE). It aims, in particular, at a strengthening of the 
technological foundation of the internal market. In this 
respect, the framework programme for research (1987-91) 
adopted in September 1987 is a success. One year after the 
adoption of this programme, it is clear that a new impetus 

has been given to Community research and technological 
development. In financial terms more than 90 % of the 
specific implementing programmes have already been sub­
mitted to the Council and more than 50 % have been 
adopted. 

The Commission also intends to pursue its policy in favour 
of small and medium-sized enterprises (SM Es), as defined in 
its action programme, approved by the Council in November 
1986. To further improve the information for SMEs on 
European affairs (regulation, norms, tender offers, research 
projects), the Commission, together with the Member States, 
is preparing an extension of the successful project of 'EC 
infocentres' . A computerized information network (BCNet) 
to support cross-border cooperation between SM Es has been 
installed. 

With the completion of the internal market, a significant 
increase of demand for transport services is to be expected. 
The exchange of goods must not be impeded by lack of 
transport and communication facilities within the Com­
munity. In addition, the links between the peripheral regions 
and the centre of the Community have to be improved. The 
Commission is therefore focusing its efforts to support the 
medium-term improvement of Community infrastructure 1 

on projects which are of particular importance to the process 
of the completion of the internal market and has submitted 
a draft regulation to the Council on an 'Action programme 
in the field of transport infrastructure with a view to the 
completion of an integrated transport market in 1992' . 2 The 
draft regulation suggests the introduction of a 'declaration 
of Community interest' for transport infrastructure pro­
grammes. This would give priority to these programmes 
with regard to the Community's financial instruments and 
wouki facilitate the attraction of private capital. 

The 'declaration of Community interest' is also a major 
element of the Commission proposals for the development of 
new financing instruments. In order to help major European 
infrastructure projects to become a reality and to do this by 
stimulating the markets to offer the required finance, it has 
submitted a revised proposal for a 'Decision on financing 
major Community infrastructure projects', 3 which has been 

1 Basic principles have been put forward in the communication "Medium­
term transport infrastructure programme' (COM(86) 340). 
COM(88) 340 of 15 June 1988. 

3 COM(87) 724. 
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given approval by the European Parliament and the Econ­
omic and Social Committee and is now under further dis­
cussion by the Council. 

These intentions are complemented by an increased willing­
ness of the European Investment Bank (EIB) to use its 
means to the full to encourage major European infrastruc­
ture investment. A striking example was the agreement of 
the EIB in September 1987 to make loans of some 1,4 billion 
ECU for the Channel-tunnel project. 

In the longer run the hope for Europe lies in the intellectual 
and technical potential of its population and notably the 
younger generation. Investment in human capital in general 
and in education and training in particular must, therefore, 
be high on the agenda of all Member States. Training for 
work is one of the sources of strength of the German econ­
omy; the United Kingdom and France have committed 
themselves to important efforts in this field. It is essential 
that in all other Member States as well substantial efforts 
be deployed in this field in the next few years, to the largest 
possible extent with the assistance of the Community. 

The very special attention which labour markets have re­
ceived in a number of member countries in the 1980s, to­
gether with the improved overall economic climate, have 
borne fruit. Labour markets throughout Europe are gener­
ally showing signs of greater adaptability (see Section 8.3). 
Yet unemployment persists, with continuing increases in the 
average period of unemployment. Hence the need to improve 
the integration and reintegration into working life of the 
unemployed by a full range of measures, encompassing 
counselling and guidance, job search assistance, recruitment 
assistance and appropriate vocational training. All Member 
States have followed various specific labour market policies 
to address this problem, in particular for the young and 
long-term unemployed. A comprehensive overview of these 
policies is regularly provided by the Commission in its semi­
annual follow-up on the Council Resolution of 22 December 
1986. 1 The necessity of the measures designed in the Ccm­
mission's 'Memorandum on action to combat long-term 
unemployment' 2 and the special priority for the use of the 
growing Community structural Funds to combat long-term 
unemployment are underlined by these developments in the 
labour market. Based on the Council conclusions on 'Action 

1 "An action programme on employment growth". 
2 COM(87) 231. 
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to combat long-term unemployment', 3 the Commission has 
started an 'Action programme to assist the long-term unem­
ployed' in summer 1988. 

C.2. Monetary policy 

The framework for conducting monetary policies in the 
Community in 1988 has continued to be strongly influenced 
by international monetary developments: 

(i) In 1987 monetary policies in Europe were geared to 
preventing an undershooting of the dollar, involving 
official financing of the US external deficit and implying 
reduced interest rates and fast growth of the monetary 
aggregates in Europe. 

(ii) The appreciation of the dollar during 1988 alleviated 
this external constraint and allowed the European 
authorities to give greater weight to domestic objectives. 

The greater freedom for manreuvre in monetary policy, most 
evident in recent months, has been directed at damping or 
reversing the upturn in inflation expectations that appeared 
to have occurred during the summer as a result of a number 
of factors: 

(i) higher import costs, in dollar terms, in the first half of 
the year, aggravated by the dollar's appreciation; 

(ii) fears of overheating in some Community countries and 
stronger-than-expected growth in the context of high 
capacity utilization in all of them; 

(iii) continuing concern in some countries about above­
target growth of the monetary aggregates and their 
possible detrimental effect on future wage and price­
setting behaviour. 

3 87/C 335/01 of I December 1987. 



The combination of these factors, weighted in different ways 
in different Member States, thus led the monetary authori­
ties, notably in the Federal Republic of Germany and the 
United Kingdom, to increase short-term interest rates. The 
actions taken appear to have had the desired effect of damp­
ing longer-term inflation expectations, as evidenced by the 
considerable flattening of yield curves since the summer. To 
the extent that longer-term expectations of inflation and/or 
depreciation of the currencies have been reduced, long-term 
interest rates could be stabilized or decrease on a sound 
basis; some evidence of this emerged in some countries in 
early autumn. 

Among ERM part1c1pants, short-term interest rates have 
risen most in the Federal Republic of Germany. The rise 
started on the money market during the second quarter of 
1988 and since June the Bundesbank has on several oc­
casions raised its key rates. These movements initially mar­
ked a reversal of previous tendencies essentially imposed by 
external constraints but later reflected a fear that further 

Table 27 

Nominal short-term interest ratesl 

1961-69 1970-77 IQ78-RI 1982 

• ' •• ~. j ' 

B 4,9 7,4 12,0 14,1 
DK 6,6 9,1 14,9 16,4 
D 4,5 7,2 8,1 8,8 
GR 4,2 18,9 
E 1,9 16,5 16,3 
F 5,0 8,4 11,2 14,6 
IRL 8,9 14,7 17,5 
I 3,5 9,8 14,9 19,9 
NL '3,6. 6,1 . 9,7 8,2 
p 1.4 6,1 16,0 16,8 
UK 6,1 9,6 13,6 12,2 

EUR 12 4,8 8,5 12,2 13,8 

USA 4,1 5,7 10,8 10,6 
Japan 7,3 7,3 6,8 

C. Policy for growth and greater confidence 

DM weakness could increase inflationary expectations via 
rising import prices, as well as a desire to rein back above­
target growth of money supply. Some deceleration of M3 in 
the Federal Republic of Germany is already in evidence: the 
latest figures show growth only just above the top of the 3 
to 6 % target range. 

In other countries belonging to the exchange-rate mechan­
ism the increases in short-term interest rates have been 
somewhat smaller than in the Federal Republic of Germany. 
In these countries, the compatibility of domestic economic 
policies with final objectives has important repercussions for 
the conduct of monetary policy. In Italy, the budget situation 
is a serious problem for monetary policy: high short-term 
interest rates, which are required to stabilize the lira ex­
change rate, affect the fiscal budget consolidation via higher 
debt-servicing costs. Without significant progress in the 
budgetary field the difficulties of the policy-mix could be­
come even more obvious, further complicating the task of 

1983 1984 1985 1986 1987 19882 

10,5 11,5 9,5 8,1 7,0 6,4 
12,0 11,5 10,0 9,1 9,9 8,6 
5,8 6,0 5,4 4,6 4,0 3,9 

16,6 15,7 17,0 19,8 15,6 16,5 
20,1 14,9 12,2 11,7 15,8 11,2 
12,5 11,7 9,9 7,7 8,3 7,8 
14,0 13,2 12,0 12,4 11,0 8,2 
18,3 17,3 15,0 12,8 11,4 11,1 
5,7 6,1 6,3 5,7 5,4 4,5 

20,9 22,5 21,0 15,6 13,9 13,1 
10,1 10,0 12,2 10,9 9,7 9,3 

12,1 11,3 10,6 9,1 8,9 8,2 

8,7 9,5 7,5 6,0 5,9 6,3 
6,5 6,3 6,5 5,0 3,9 3,8 

I Three-month interbank rate, except: Belgium: yield on issue of four-month 'Fonds des rcntcs' certificates; Denmark: daily money market rate (annual average); Portugal: six-month deposits; 
from 1986. three-month Treasury Bills. 

2 January-August average. 
Souru: Comm1uion services. 
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Table 28 

Nominal long-term interest rates1 

1961-69 1970-77 1978-81 1982 

B 6,1 8,1 11,0 13,4 

DK 7,9 13,2 17,9 20,5 

D 6,6 8,3 8,0 9,0 

GR 6,1 14,0 15,4 

E 11,3 16,0 

F 6,2 9,6 12,6 15,6 

IRL 10,6 15,1 17,0 

I 6,5 10,2 16,1 20,9 

NL 5,3 8,3 10,1 10,5 
p 

UK 6,7 11,8 13,6 12,7 

EUR 12 6,5 9,8 12,4 14,3 

USA 4,6 6,5 10,1 12,2 
Japan 5,8 8,0 8,3 

I Yield on public sector bonds. 
2 January~August average. 

Source: Commission services. 

monetary policy. Other countries with budgetary problems 
might be faced with a similar, although probably less acute, 
dilemma. 

In the United Kingdom, the authorities have reacted to 
ensure that the downward pressure on inflation is main­
tained by increasing rates on several occasions. The recent 
monetary tightening is consistent with the need to cool the 
very rapid growth of domestic demand. 

Internally-generated inflationary pressures, at least in the 
countries participating in the exchange-rate mechanism of 
the EMS, seem at the moment to be contained: monetary 
growth is under control; the composition of overall growth 
has favoured investment, holding out the prospect of an 
increase in supply capacity; and unit labour costs are increas­
ing only slightly. Moreover, non-oil commodity prices have 
stabilized since the summer and oil prices have slumped. 
Further, the tightening of monetary policies in these 
countries in recent months has already dampened expec­
tations of inflation. 
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1983 1984 1985 1986 1987 19882 

11,8 12,0 10,6 7,9 7,8 7,8 

14,4 14,0 11,6 10,5 11,9 10,8 

7,9 7,8 6,9 5,9 5,8 6,0 

18,2 18,5 15,8 15,8 17,2 17,8 
16,9 16,5 13,4 11,4 12,8 11,6 
13,6 12,5 10,9 8,4 9,4 9,2 

13,9 14,6 12,7 11,1 11,3 9,9 

18,0 15,0 14,3 11,7 11,3 12,1 

8,8 8,6 7,3 6,4 6,4 6,3 

25,4 17,9 15,4 14,3 

10,8 10,7 10,6 9,8 9,5 9,3 

12,7 11,8 10,9 9,2 9,3 9,4 

10,8 12,0 10,8 8,1 8,7 8,9 

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

The risk to the outlook and the potential challenge to monet­
ary policy could come from a renewed instability of the 
dollar. In such circumstances, the monetary authorities will 
have to coordinate their efforts. Active foreign exchange 
intervention has recently proved its effectiveness in calming 
wilder oscillations in market expectations of the dollar's 
exchange-rate, and the importance of this monetary tool may 
need to be put further to the test should major exchange­
rate pressures develop. The exchange-rate mechanism of the 
EMS has well withstood recent dollar gyrations, mainly 
because of the coordination of interventions and the active 
management of interest-rate differentials following from the 
Basle/Nyborg agreement. 

C.3. Budgetary policies 

For budgetary policies, the medium-term objectives remain 
paramount. Their realization should allow expectations to 
stabilize and the efficiency of public finances to improve, so 
as to contain the growth in public debt. 



The first set of objectives is connected with the actual attain­
ment of the large internal market. The approximation of 
indirect taxation is a precondition for the full abolition of 
barriers to the free movement of goods and services. But, in 
some countries, this approximation is seen by the authorities 
as conflicting with the domestic priorities of budgetary poli­
cies. It is important that the current discussions on this 
topic advance rapidly in order to confirm once more the 
irreversible nature of the completion of the internal market. 

In addition, in a situation of complete freedom, tax consider­
ations could have a greater influence on capital movements. 
When the new directive liberalizing capital movements was 
adopted, it was thus agreed that the period adopted for its 
implementation should be put to good use in order to define, 
within the Council, measures intended to abolish or reduce 
the risks of distortion, evasion and tax fraud related to the 

Table 29 

General government borrowing requirement 

B DK D GR E 

1987 -7,2 2,1 -1,8 -9,5 -3,6 

1988 1 -7Y. -2Y. -12 -3 

1989 1 -6Y, 1 Y. -1 Y. -13Y. -3 

I September/October 1988 forecasts of the Commission services. 

Table 30 

Public debtl 

B DK D GR E 

1980 75,7 33,5 32,7 28,8 18,2 

1984 110,7 67,0 41,4 53,2 41,2 

19882 127,4 57,8 45,0 69,4 48,0 

C. Policy for growth and greater confidence 

diversity of national systems concerning the taxation of 
savings and the control of their application. . . . -,- ..• 

Another medium-term objective assigned to budgetary poli­
cies, essential for a strengthening of the economic and mon­
etary cohesion of the Community, is the increased conver­
gence of budget balances taking into account the need for 
better equilibrium between investment and domestic saving. 
In this respect, the progress which could be made in 1988 
seems too small or non-existent. In two countries, Italy and 
Greece, the budget deficit should remain at or above 10 % 
of GDP, which represents a difference of over 6 percentage 
points with the Community average. In these two countries, 
as well as in Belgium, Ireland, the Netherlands and Portugal, 
the already high level of public debt and the high burden of 
interest payments require persistent efforts to reduce budget 
deficits. 

':,; 

(as% of GDP) 

F IRL L NL p UK EUR 12 

-2,5 -9,1 -10,5 5,2 -6,3 -8,4 -1,4 -4,2 

-2 -6Y, -10 5 Y. -SY. -SY. - Y. -3'!. 

- l '!. -6 -10 6Y. -4Y, -7'!. 0 -3Y, 

(as% ofGDP) 

F IRL L NL p UK EUR 12 

24,6 76,8 58,5 13,8 46,0 46,42 52,2 42,63 

31,8 102,1 77,1 14,8 66,1 61,4 58,4 54,0 

37,2 123,3 96,6 14,7 79,4 78,8 49,3 60,0 

1 General government; for Belgium and the Netherlands, excluding social security funds; for Greece and Ireland. central government only. 
September/October 1988 forecasts of the Commission services. 
1981. 
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Table 31 [" 

Interest payments on public debt 
(as% o/GDP) 

1973 1981 1983 1985 1986 1987 19881 19891 

B 3,3 7,9 9,4 10,5 11,0 10,6 ·10,S 10,8 
DK 1,3 S,3 8,1 9,8 8,8 8,3 7,9 7,4 
D 1,1 . . 2,3 3,0 3,0 3,0 2,9 2,8 2,7 

GR 1,0 ·3,2. 3,7 5,4 5,7 7,3 8,l 9,3 
E - 0,6 0,8. 1,3 3,2 3,9 3,6 3,S 3,3 
F 0,8 2,0 2,6 2,9 2,9 2,8 2,9 2,9 

IRL 3,6 7,4·· 9,3 10,4 9,8 9,9 9,7 9,4 
I 2,2 6,l 7,5 8,0 8,5 8,2 8,4 8,9 
L 0,9 0,9 l, l 1,3 1,3 1,4 1,2 1,1 

NL 2,8 4,4 5,7 6,3 6,4 6,4 6,6 6,S 
p S,l 6,4 7,9 9,3 8,0 8,2 7,9 
UK 3,6 5,0 4,7 4,9 4,6 4,3 3,9 3,6 

EUR 12 1,92 3,7 4,4 5,0 5,1 4,9 4,8 4,8 

I September/October 1988 forecasts. 
2 EUR 12 excluding Portugal. 

Source: Commission services. 

Table 32 

Interest payments on public debt 
( as % of total fOW!rnm,nt <Xf"ndltur,) 

1973 1981 1983 1985 1986 1987 19881 19891 

B 8,0 13,7 16,4 18,9 20,I 19,9 20,0 20,9 
DK 3,0 8,8 13,1 16,6 15,8 14,4 13,3 12,5 
D 2,7 4,7 6,2 6,4 6,3 6,2 6,0 5,9 

GR 8,0 8,9 11,1 12,4 15,5 16,7 18,7 
E 2,7 2,2 3,4 7,7 9,2 8,6 8,4 7,9 
F 2,2 4,1 S,O 5,5 5,6 5,4 5,6 5,7 

IRL 9,7 14,3 17,3 19,5 18,5 19,2 20,0 20,4 
I 6,7 13,S 15,4 15,9 16,8 16,3 16,6 17,5 
L 2,6 1,5 1,9 2,6 2,6 2,7 2,4 2,1 

NL 6,0 7,5 9,2 10,5 10,8 10,4 11,0 11,3 
p 12,3 13,9 18,1 20,5 18,4 18,9 18,6 
UK 9,5 11,3 10,4 11,1 10,6 10,3 9,7 9,1 

EUR 12 5,)2 7,9 9,1 10,2 10,4 10,2 10,2 10,3 

' September/October 1988 forecasts. 
2 EUR 12 excluding Gn:ecc and Portugal. 

Source: Commission services. 
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The developments in budget deficits forecast for 1989 give 
rise to some concerns of another nature: on current trends, 
budgetary policies do not appear to be contributing to a 
reduction in the divergent external balances. 

Among the surplus countries the budget deficit in the Federal 
Republic of Germany should decrease by Y2 to I percentage 
point in 1989. In a medium-term perspective German man­
agement of public finances should continue to contribute 
to a strengthening of supply and demand conditions, but 
domestic demand should continue to rise faster than poten­
tial output, so as to achieve a further shift to domestic­
demand-led growth. In these conditions, the implementation 
of the final stage of the tax reform in January 1990 is 
welcome for its impact on business motivations as well as 
for its effect on demand. 

.,· 

Table 34 

Indicators of budgetary policy, I EUR 12 

1983 

Taxes 24,8 
Social security receipts 14,7 
Other receipts 3,8 
Total receipts 43,3 

Current expenditure 44,9 
of which: Government consumption 18,9 

Transfers to households 17,7 
Interest payments 4,4 
Other3 3,9 

Gross capital formation 2,9 
Other capital expenditure 0,9 
Total expenditure 48,6 

Net borrowing requirement of general government -5,3 

I General government: ESA definition which includes social security funds. 
September/October 1988 forecasts of the Commission services. 

1 Sum of transfers to enterprises. tr.rnsfcrs to the rest of the world and other transfers. 

C. Policy for growth and greater confidence 

Table 33 

Net borrowing of general government in ERM countries 

1986 1987 

ERM countries 
~ • ,.J 

-5,0 -4,8 

Above average current balance2 -2,8 -3,0 

Below average current balance3 -6,3 -5,7 

1 September/October 1988 forecasts of the Commission services. 
2 8, D, NL. IRL. L. 
1 DK, F,I. 

:,' '.I 

;· 

'li 

1986 1987 19882 

25,2 25,6 25,8 
14,5 14,6 14,5 
3,8 3,5 3,4 

43,6 43.7 43,6 

44,7 44,4 43,9 
18,4 18,5 18,3 
17,3 17,1 17,) 

5,1 4,9 4,8 
3,9 3,9 3,7 

2,8 2,7 2,8 
0,9 0,8 0,8 

48,4 47,9 47,4 

-4,8 -4,2 -3,8 

(as% of GDP) 

19881 19891 

-4Y, -4 

-3Y. -2Y. 

-SY. -SY. 

--!· 

·f. 

~~ ; ~: ~ -: : 

(as% of GDP) 

19892 

25,8 
14,4 
3,4 

43,6 

43,5 
18,1 
17,0 
4,8 
3,6 

2,8 
0,8 

47,1 

-3,5 
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A further objective of budgetary policies is the simultaneous 
strengthening of the conditions governing supply and de­
mand. This is not only a question of the level of budget 
deficits but also of the efforts still necessary in several 
Member States to reorientate public expenditures to the 
benefit of a strengthening of the productive system by profit­
able public investment and reductions in taxation and para­
fiscal charges. The faster-than-expected growth and the 
room for manceuvre created by unexpectedly higher revenue 
should be put to good use by bold action in this area. 

Especially, in practically all Member States, the system of 
subsidies will need to be thoroughly reconsidered, not least 
with a view to minimizing tensions with respect to compe­
tition policy as the Community proceeds towards the com­
pletion of the internal market. The re-examination of subsid­
ies and tax exemptions for housing and of rent controls that 
has started in several Member States should be generalized. 

The current public expenditures as a percentage of GDP 
should only diminish slightly in 1988 and 1989 on average 
in the Community. In some countries, notably in Greece, 
Italy and Portugal and to some extent in Belgium and the 
Netherlands, the control of the spontaneous rise of public 
expenditures remains a problem. 

Table 35 

Total government expenditure 1 

1973 1981 1983 

B 41,5 57,7 57,2 
DK 42,1 59,8 61,6 
D 41,7 49,2 48,4 

GR 39,9 41,5 
E 22,7 35,6 38,8 
F 38,5 48,6 51,4 

IRL 36,8 51,8 53,7 
I 32,8 45,4 48,5 
L 36,1 58,5 55,6 

NL 45,7 59,2 62,0 
p 41,5 46,1 
UK 38,1 44,3 44,9 

EUR 12 37,23 47,1 48,6 

I ESA definition of general government, which includes social secunty funds. 
2 September/October 1988 forecasts. 
3 EUR 12 excluding Greece and Portugal. 

Source: Commission services. 

S4 

Rationalization of tax systems and lowering of rates of direct 
taxation have been high on the agenda in many Member 
States and important results have already been achieved. 
Despite these efforts tax and parafiscal receipts as a percent­
age of GDP are not expected to diminish on average in the 
Community. The United Kingdom has moved ahead of 
other Member States in the area of tax reductions and 
important reforms have also been implemented or will be 
implemented in the near future in Belgium, Denmark, the 
Federal Republic of Germany, Italy and the Netherlands. 
A lowering of income taxes was introduced in France in 
1987 and 1988 and the system of taxes on economic activity 
has been simplified. Some Member States, moreover, have 
taken steps to change indirect taxes and taxes on capital 
income in ways which should facilitate fiscal harmonization 
in the Community, although much remains to be done in 
this area. In addition, several member countries, notably 
Greece and Italy, appear to be in need of a modernization 
of the system of tax collection to counter tax evasion and 
broaden the base of taxation of non-wage incomes. Where 
tax reforms are undertaken in countries with serious budget­
ary positions, efforts must be deployed to ensure that the 
systemic changes do not lead to a shortfall of tax receipts; 
Belgium is a case in point here. 

/as% of GDP) 

1985 1986 1987 19882 19891 

55,6 54,8 53,4 52,7 51,6 
58,9 55,8 57,8 59,9 59,8 
47,5 46,9 46,9 46,7 46,5 

48,1 46,1 47,1 48,4 49,8 
42,1 42,2 41,5 41,6 41,9 
52,1 51,7 51,8 50,8 50,4 

53,0 53,0 51,4 48,8 46,2 
50,6 50,5 50,1 50,4 50,7 
49,8 49,7 50,8 50,6 50,1 

59,6 59,6 60,8 59,6 57,4 
43,5 45,3 43,4 43,3 42,7 
44,3 43,0 41,3 39,8 39,0 

49,0 48,4 47,9 47,4 47,1 



Table 36 

Total government receipts' 

1973 1981 1983 

B 38,2 45,0 46,1 
DK 47,3 52,9 54,4 
D 42,9 45,6 45,8 

GR 25,1 28,9 33,2 
E 23,8 31 ,7 34,0 
F 39,4 46,7 48,2 

IRL 32,2 38,4 42,0 
I 26,7 34,I 37,9 
L 39,3 55,0 57,2 

NL 46,4 53,8 55,7 
p 32,3 37,0 
UK 35,4 41,7 41,5 

EUR 12 35,93 41,8 43,3 

1 ESA definition or general government, which includes social security funds. 
l September/October 1988 foreca sts. 
l EUR 12 excluding Portugal. 

Source: Commission services. 

The currently more favourable performances should not 
mask the fact that, in the budgetary area, major structural 
problems persist. The solution which will be found for them 

Table 37 

Net government lending (+)or borrowing ( - )' 

1973 1981 1983 

B - 3,3 - 12,7 - 11 ,2 
DK 5,2 - 6,9 - 7,2 
D 1,2 - 3,7 - 2,5 

GR -11,0 -8,3 
E 1,1 - 3,9 - 4,8 
F 0,9 - 1,9 -3,2 

IRL - 4,6 -13,4 -11 ,6 
I - 6,1 - 11 ,3 - 10,6 
L 3,3 - 3,6 1,6 

NL 0,8 - 5,4 - 6,3 
p - 9,2 - 9,1 
UK - 2,7 - 2,6 - 3,3 

EUR 12 - 1,1 3 - 5,3 - 5,3 

1 ESA definit ion of general government, which includes social security fund s. 
l September/October 1988 forecas ts. 
l EUR 12 excl uding Greece and Portuga l. 

Sourrt: Commission services. 

C. Policy for growth and greater confidence 

/ as % of GDP) 

1985 1986 1987 19882 19892 

47,3 46,0 46,2 45,5 45,1 
56,9 58,9 59,9 60,8 61,I 
46,4 45,6 45,1 44,5 45,2 

34,5 35,3 37,6 36,3 36,5 
35,1 36,5 37,9 38,6 39,0 
49,3 48,8 49,3 48,9 48,6 

41,9 42,1 42,3 42,1 40,0 
38,1 39,0 39,6 40,5 40,7 
55,6 55,7 56,0 55,9 56,2 

54,9 53,6 54,6 54,5 52,9 
33,4 37,5 35,0 35,1 35,0 
41,6 40,6 39,8 39,5 38,8 

43 ,8 43,6 43,7 43,6 43,6 

will determine the Community's capacity to attain stronger 
growth and better employment performances and to derive 
all the benefits from the completion of the internal market. 

/as% of GDP) 

1985 1986 1987 19882 198J' 

- 8,3 -8,9 - 7,2 - 7,1 - 6,5 
- 2,0 3,1 2,1 0,9 1,4 
-1,1 -1,3 - 1,8 - 2,3 - 1,3 

-13,6 - 10,8 - 9,5 - 12,1 -13,3 
- 7,0 -5,7 - 3,6 -3,0 -2,9 
- 2,8 -2.9 - 2,5 -1,9 - 1,8 

-11 ,1 - 11,0 -9,1 -6,5 -6,1 
- 12,5 - 11 ,4 -10,5 -10,0 -10,0 

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

- 4,7 - 6,0 - 6,3 -5,2 -4,6 
- 10,1 - 7,8 - 8,4 - 8,1 -7,8 

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

- 5,2 - 4,8 - 4,2 - 3,8 - 3,5 

SS 
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Table 38 

Gross public debt1 in Community countries 

/as% of GDP) 

1973 1981 1983 1985 1986 1987 1988' 1989' 

B 63,2 87,7 105,0 117,2 120,1 125,0 127,4 129,8 
DK 5,0 43,7 62,6 65,3 59,8 58,4 57,8 56,4 
D 18,6 36,3 40,9 42,5 42,7 43,9 45,0 45,3 

GR 19,5 34,3 44,3 62,6 64,6 66,7 69,4 73,9 
E 12,8 22,7 34,5 46,4 47,4 48,1 48,0 48,7 
F 22,7 23,9 29,5 33,8 35,1 36,7 37,2 37,8 

IRL 54,7 81,7 97,3 105,0 116,5 119,8 123,3 124,9 
I 54,2 60,5 71,9 83,7 87,9 92,6 96,6 101,4 
L 20,4 14,4 14,8 14,4 14,7 14,9 14,7 13,0 

NL 43,4 50,4 62,0 69,6 71,l 75,0 79,4 82,2 
p 46,4 56,0 60,7 63,6 67,6 78,8 83,5 
UK _ 63,2 50,7 57,1 57,2 56,1 53,2 49,3 46,I 

EUR 12 36,93 42,6 50,8 56,6 57,8 59,2 60,0 60,7 

I General government; for Belgium and the Netherlands: excludes social security funds; for Grcccc and Ireland: central government only. 
2 September/October 1988 forecasts of the Commission services. 
J Excluding Portugal. 

Source: Commission services. 

C.4. The need for increased policy coordination 

The need for coordination within the Community stems 
from the existence of several centres of major economic 
policy decision-making and from its already very high degree 
of economic interdependence. Today, nearly 60 % of total 
visible Community trade is conducted between Member 
States. This interdependence will be further increased by the 
completion of the internal market and the integration of 
the financial markets of the Community. In addition, the 
strengthening of the social and economic cohesion of the 
Community will also put specific demands on the conduct 
of economic policies of the Member States as required by 
Article 130b. 

Coordination is not only necessary to make progress towards 
the achievement of the internal goals of the Community. 
This is also necessary so that it can throw its considerable 
weight behind international cooperation, in order to contrib­
ute to the necessary adjustments in the world economy. The 

56 

Community is, in fact, the largest economic area in the 
industrialized world with a population of over 320 million, 
but it also provides roughly one quarter of world production 
(as compared to just over one fifth by the United States of 
America and one tenth by Japan). It also has a greater share 
of world trade than any other economy in the world. 

An increasingly high degree of stability in exchange rates 
between Member States would improve the functioning of 
the internal market. Uncertain developments in exchange 
rates, unrelated to changes in underlying economic funda­
mentals, which distort competitive conditions, can affect 
trade and the regional allocation of investment. The current 
monetary framework of the Community is characterized by 
an exchange-rate mechanism which - even if it has to date 
succeeded in ensuring a satisfactory level of stability in 
exchange rates - only includes eight of the 12 European 
currencies. A further strengthening of monetary cohesion 
could be realized by an enlargement of the exchange-rate 
mechanism to countries not yet participating and, as a cor-



ollary, by the participation of all currencies in the definition 
of the ecu. The strengthening of the role of the ecu will also 
make a welcome contribution to monetary cohesion in the 
Community. (i) An increasing role for the ecu as a reserve 
currency would help to stabilize exchange rates within the 
Community and, in particular, the countries participating 
in the exchange-rate mechanism. It would lead to a more 
even distribution between Community currencies of capital 
movements to and from the rest of the world. (ii) An in­
creased role for the ecu in intra-Community trade would 
reduce transaction costs, as does the abolition of other 
barriers, and thus contribute to the realization of the single 
market. (iii) Greater ecu borrowing by Member States and 
Community institutions would add to the breadth and depth 
of the market. 

Close monetary cooperation is essential to ensure that re­
alignments are less frequent and correspond to the changes 
in economic fundamentals. For the most part, such coordi­
nation already exists between the countries participating in 
the EMS exchange-rate mechanism. In recent years, signifi­
cant progress has been made. There is a stronger consensus 
between Member States on the objective of domestic stab­
ility. The convergence of inflation rates between EMS 
countries is high by historical standards. In addition, the 
Basle/Nyborg agreements have improved the mechanisms 
of the system. They also represent a step towards a more 
cooperative conception of the management of monetary and 
exchange-rate policies. 

Such cooperative management is necessary. Certainly, each 
country participating in the exchange-rate mechanism is 
benefiting from external stability. But this participation in­
volves a certain loss of autonomy in the conduct of monetary 
policy. The success of the EMS creates the conditions in 
which further progress can be made towards integration and 
at the same time poses the challenge of closer coordination. 
The Community cannot ignore this movement without 
undermining the whole of the edifice which is already stand­
ing. The full liberalization of capital movements within the 
Community 1 between now and I July 1990, to which they 
have committed themselves, will further reduce the auton­
omy and increase the need for discipline in the conduct of 
monetary policy. Therefore, greater cooperation is necess­
ary. This could manifest itself in two ways: (i) by further 
strengthening the convergence of monetary policies taking 
account of the interests of all participants. In this context, 
the implementation of a coherent exchange-rate policy vis­
a-vis the rest of the world is also necessary; (ii) an approach 

I Except for Spain, Ireland, Portugal and Greece, which between now and 
the end of 1992 will be covered by transitional arrangements, and Belgium 
and Luxembourg, which until that date will be allowed to retain the dual 
exchange market. 

C. Policy for growth and greater confidence 

towards setting medium-term economic objectives based on 
internal and external stability. 

Greater discipline and better convergence in other domains 
of economic policy, especially in the domain of public fi­
nance, is also necessary to attenuate the risk of conflict 
between exchange-rate stability and the domestic goals of 
monetary policy. As long as the health of public sector 
finances remains as disparate as at present (with deficits and 
surpluses ranging from -13 to + 1 % and gross public debt 
between 15 and 140 % of GDP), the market will still worry 
that the convergence towards price stability, towards more 
stable exchange rates and towards a constellation of sustain­
able interest rates can be reversed. The risk premiums they 
will charge on the financial activities of the poorly perfor­
ming countries will eventually create tension and undermine 
the stability which has been recorded of late in the Com­
munity. 

For coordination to be efficient and credible, it is not only 
a question of procedure but also of a consensus on the main 
objectives: 

(i) price stability and the convergence of inflation rates. 
Achievements in this area represent a precious asset 
which must not be squandered as they provide a pre­
requisite for the other economic objectives; 

(ii) the medium-term compatibility of balances of pay­
ments. In this area, the problems are more complex. It 
is normal for countries which have a greater need to 
catch up and/or greater investment opportunities to be 
in deficit with the rest of the world over a longer period. 

But it is essential for the Community's medium-term 
cohesion that these countries' deficits be financed by 
private capital movements, attracted by adequate re­
muneration and supplemented, where appropriate, by 
Community resources. In addition, the conditions must 
be created which enable the external debt to be serviced 
thereafter by additional exports. If these conditions are 
not met, exchange-rate and monetary policy will be to 
the forefront in ensuring exchange-rate stability. And 
if tensions persist, they cannot do this for long without 
the risk, in the surplus countries, of conflicting with the 
objective of domestic stability or, in the deficit 
countries, of imposing an excessive level of interest 
rates. 

Hence, a stronger consensus is also necessary on the broad 
lines of all economic policies, so as to ensure that domestic 
and external monetary stability contributes fully to the ob­
jectives of growth and employment in the Community and 
the Member States. The Annual Economic Report and the 
Community economic policy strategy developed here should 
be seen as an attempt to foster this general economic policy 
consensus. 
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D. Country situations, prospects and policies 

Belgium 

Financial imbalances are being reduced but 
further progress is needed 

The restoration of financial balance in the Belgian economy 
has proceeded, albeit gradually, in recent years . Between 
1981 and 1987, the general government borrowing require­
ment has been reduced substantially and the external balance 
has shifted from a large deficit to a comfortable surplus. 
Despite the lowering of the nominal budget deficit, the rise 
in public debt as a proportion of GDP has nevertheless 
remained strong while, at the same time, the rise in debt 
servicing has substantially reduced the scope for an increase 
in non-interest expenditure. The government has succeeded 
in keeping the evolution of the deficit broadly on track in 
1988, partly due to higher-than-expected fiscal receipts. 

A significant feature of economic policy, in recent years, has 
been a series of measures aimed at keeping the level of wage 
costs constant relative to that of competitors and thereby 
stimulating employment in the private sector. The flexibility 
of the labour market has been improved through the use of 
measures to amend the generous system of unemployment 
allowances and through various schemes for training etc. , 
while the adaptation of working hours has facilitated growth 
in employment. 

The revival of economic activity at world level in 1988 has 
been particularly beneficial to Belgium: the growth of output 
this year is likely to be the highest recorded since 1980 and 
unemployment should show a strong decline. As in other 
Member States, the cyclical upturn has been broadly based, 
as illustrated by a significant improvement in the investment 
climate. 

The upturn in activity is, on present trends and prospects, 
likely to continue well into 1989, with a further expansion 

of output and employment and a lowering of unemployment. 
Inflation should rise somewhat but remain below the EC 
average and the surplus on the current external account is 
unlikely to fall. 

Stabilization of the public debt/GDP ratio will 
require further strong budgetary consolidation 

Even though growth prospects appear favourable, any re­
duction in the government budget deficit in 1989 will require 
that a careful watch be kept on expenditure especially in 
view of a rising trend in interest rates in recent months. A 
further significant rise in the public debt/GDP ratio is to be 
envisaged. In order to stabilize this ratio in subsequent years, 
a further substantial reduction of the general government 
borrowing requirement will be needed. In this regard, the 
objectives announced in the government's declaration for 
the period after 1989, i.e. no increase of non-interest expendi­
ture in real terms and no increase in the deficit in nominal 
absolute terms, should progressively restrain the spiralling 
costs of debt servicing. 

Hence, the stance of budgetary policy must remain restrictive 
for some time and the fiscal reform to be introduced should 
on no account lead to an increase in the budget deficit. 
The rate of economic growth, therefore, will be determined 
principally by the vitality of the private sector and, notably, 
by its readiness to increase productive capacity and employ­
ment. The Council's decisions to proceed with the com­
pletion of the internal market has clearly opened new favour­
able prospects for the Belgian business environment. 

In order to fully benefit from the new opportunities, struc­
tural adjustment, greater flexibility and mobility in the lab­
our market, training and education should have a high place 
on the political agenda for the coming years. 
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D. Country situations, prospects and policies 

Table Dl 

Main economic aggregates 1961-891 

Belgium 
(annual% changt unltss 01htrwi.st s1a1td) 

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

I. Gross domestic product 
- At current prices 9,2 9,3 8,8 6,0 7,3 7,0 6,0 3,5 4,6 5,0 
- At constant prices 4,9 2,0 1,5 0,1 2,1 1,4 2,3 1,8 2,9 2,2 
- Price deflator 4,1 7,1 7,1 5,9 5,0 5,5 3,7 1,6 1,6 2,8 

2. Gross fixed capital formation2 

-Total 5,1 -0,6 -1,7 -4,2 2,1 1,0 6,5 5,2 7,3 2,7 
- Construction -1,2 -5,6 -6,3 -5,9 -0,3 2,0 3,0 7,1 0,8 
-Equipment 2,1 6,0 -2,8 13,4 -0,7 10,8 7,9 7,6 5,0 

3. Share of gross fixed capital formation in GDP3 
-Total 21,8 21,3 17,3 16,3 16,1 15,7 16,1 16,6 17,6 17,8 
- General government 

''_:! 
3,7 3,4 3,0 2,6 2,2 1,9 1,9 1,8 1,7 

- Other sectors 17,6 13,9 13,3 13,5 13,5 14,1 14,7 15,8 16,1 
4. Final national uses incl. stocks 

- At constant prices 4,8 1,7 0,9 -2,3 2,1 1,3 3,2 2,4 3,1 2,1 
- Relative against 19 competitors -0,1 -0,1 0,6 -4,0 -0,7 -1,3 -0,7 -0,9 -0,7 -0,5 
- Relative against other member countries 0,0 0,1 0,3 -3,6 0,3 -0,9 -0,7 -0,9 -0,7 -0,6 

5. Inflation 
(Price deflator private consumption) 3,7 7,8 7,6 6,8 5,8 5,2 0,8 1,6 1,3 2,4 

6. Compensation per employee 
-Nominal 8,9 11,0 7,9 6,0 6,1 4,8 3,8 3,3 2,2 3,8 
- Real, deflator private consumption 5,1 3,0 0,3 -0,8 0,3 -0,4 3,0 1,6 0,9 1,3 
- Real, deflator GDP 4,6 3,6 0,8 0,1 1,0 -0,7 0,2 1,6 0,6 0,9 

7. Productivity4 4,3 2,2 2,9 1,2 2,1 0,6 1,3 1,6 1,7 1,4 
8. Real unit labour costs5 

- Index: 1961-73 = 100 100,0 111,5 112,5 111,2 110,0 108,6 107,3 107,4 106,2 105,8 
- Annual % change 0,3 1,4 -2,1 -1,1 -1,1 -1,3 -1,1 0,1 -1,1 -0,5 

9. Profitability (Index: 1961-73 = 100) 
10. Relative unit labour costs in common currency 

• Against 19 competitors 
- Index: 1961-73 = 100 100,0 112,9 91,9 89,6 88,3 89,5 93,9 97,0 94,0 
- Annual % change -0,3 0,3 -11,4 -2,5 -1,5 1,3 4,9 3,3 -3,1 
• Against other member countries 
- Index: 1961-73 = 100 100,0 109,8 91,6 90,6 91,2 92,7 94,9 96,3 93,9 
- Annual % change -0,7 0,3 -9,9 -1,0 0,7 1,6 2,4 1,4 -2,4 

11. Employment 0,6 -0,2 -1,3 -1,1 0,0 0,8 1,0 0,3 1,2 0,7 
12. Unemployment rate6 2,2 7,4 13,0 14,3 14,4 13,6 12,6 12,3 11,5 11,0 
13. Current balance7 1,1 -1,6 -3,5 -0,5 -0,2 0,7 2,6 1,9 1,8 1,9 
14. Net lending of general government7 -6,6 -10,9 -11,2 -9,3 -8,3 -8,9 -7,2 -7,1 -6,5 

15. Gross debt general government7 67,5 95,3 105,0 110,7 117,2 120,1 125,0 127,4 129,8 
16. Interest payments by general government7 4,8 9,2 9,4 9,9 10,5 11,0 10,6 10,5 10,8 
17. Money supply (end of year)S 10,1 11,1 7,5 7,1 6,2 6,7 10,7 9,9 
18. Long-term interest rate9 6,5 9,9 13,4 11,8 12,0 10,6 7,9 7,8 7,9 

I 1961·86: Eurostal and Commission services. 
1987-89: Economic forecasts. September/October 1988. 

2 At constant prices. 
] At current prices. 

GDP at constant mark.et prices per person emplcyed. 
GDP dcnator . 

• Percentage of civilian labour force. 
7 Percentage of GDP . 
• M2N. 
9 Levels. 
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Denmark 

Gradual return to more stable conditions but 
at the cost of a large loss of output 

After a phase of serious deterioration in the external balance 
which reached its worst point in I 986, the Danish economy 
in I 987 and I 988 has moved gradually back towards a more 
sustainable position. Thanks to a considerable discretionary 
tightening of budgetary policy and of measures to boost 
household saving, real domestic demand fell strongly both 
in I 987 and I 988 and the current external deficit was reduced 
from 5,2 % of GDP in I 986 to some 2,4 % in I 988. 

The adjustment process was rendered more difficult, how­
ever, by the 1987 wage settlements which not only provided 
for large increases in hourly wage costs but also for cuts in 
working hours which added to the cost push and led to a 
significant deterioration in the competitiveness of Danish 
enterprises. Cost-reducing fiscal measures subsequently ad­
opted have compensated exporters, to some extent, for the 
rise in wage costs but the capacity of the Danish economy 
to pursue the employment-creating growth seen in the period 
1982-85 clearly suffered, and unemployment is again on the 
rise. 

Against this background the external constraint will again 
necessitate a tight control on the growth of domestic demand 
in I 989. Although the external balance may improve some­
what further, both in volume and in value terms, GDP is 
unlikely to grow by more than some I '12 %. The number 
of persons employed may rise only little, mainly as a result 
of shorter working hours. The rate of unemployment is, 
therefore, likely to show a further rise. 

Denmark 

The diminishing scope for using macroeconomic 
policy in demand management: a policy 
dilemma 

Although the general government budget balance has de­
teriorated somewhat since I 986, it is still ( despite the fact 
that GDP in real terms will be no higher than three years 
earlier) likely to show a surplus of some I % of GDP in 
I 989. Thus, the external deficit is the counterpart of a 
savings deficit in the private sector, notably the low level of 
household savings. While strict limits on public expenditure 
will remain necessary, it is politically and economically diffi­
cult to raise the budget surplus much further and it would, 
therefore, be desirable to rely on other policy instruments: 
monetary policy and microeconomic policies to bring about 
a reduction of the external deficit to a sustainable level. The 
scope for using monetary policy in stabilization policy is, 
however, restricted by the EMS commitments and the large 
scope for off-setting capital movements. Interest-rate in­
creases (aimed at stimulating domestic saving) could (and 
would most probably) trigger capital imports and upward 
pressure on the Danish krone. 

Given the limited scope for using monetary and budgetary 
policy for balance-of-payments purposes (which is indeed a 
normal consequence of the ongoing monetary integration), 
the labour market, to an increasing extent, will have to 
take the brunt of the adjustment. The need to keep wage 
settlements at a level compatible with external balance and 
a continued rise in employment is, therefore, larger than 
ever before. 

Given this change in the general macroeconomic framework, 
microeconomic policies appear to have an increasing role to 
play. Therefore, further steps to remove the incentives to 
take up debt, to stimulate saving of wage incomes (for 
example, through some version of profit-sharing), to render 
wage settlements more responsive to regional and corporate 
conditions and to stimulate labour market flexibility in gen­
eral, appear even more urgent in Denmark than in many 
other Member States. 
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D. Country situations, prospects and policies 

Table D2 

Main economic aggregates 1961-891 

Denmark 
(annual% changt unltss othtrwist stattd) 

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

I. Gross domestic product 
-· At current prices 11,7 11,3 13,9 10,4 9,4 9,7 8,4 3,9 4,3 4,8 

At constant prices 4,3 1,2 3,0 2,5 3,5 4,2 3,4 -1,0 0,0 1,7 
- Price deflator 7,0 10,0 10,6 7,6 5,7 5,3 4,9 5,0 4,3 3,1 

2. Gross fixed capital formation2 
-Total 6,5 -5,3 7,1 1,9 10,5 11,9 16,8 -8,9 -4,1 0,1 
- Construction -6,6 -1,3 1,9 7,7 7,7 19,3 -1,0 -4,4 -3,1 
- Equipment -0,6 19,8 2,3 14,3 15,4 14,8 -18,0 -3,4 4,5 

3. Share of gross fixed capital formation in GDP3 
-Total 24,0 20,9 16,1 16,0 17,1 18,5 20,4 18,5 17,7 17,3 
- General government 3,6 2,8 2,3 1,9 2,2 1,7 2,1 2,3 1,9 
- Other sectors 17,3 13,2 13,7 15,2 16,3 18,7 16,4 15,3 15,4 

4. Final national uses incl. stocks 
- At constant prices 4,6 0,0 3,5 1,4 4,1 5,7 5,7 -3,2 -1,4 0,7 
- Relative against 19 competitors 0,1 -1,7 3,2 -0,6 0,5 2,9 1,8 -6,5 -5,1 -1,9 
- Relative against other member countries 0,2 -1,4 3,1 -0,1 2,0 3,6 1,9 -6,7 -5,2 -2,1 

5. Inflation 
(Price deflator private consumption) 6,6 11,0 10,2 6,8 6,5 4,9 3,6 4,1 4,8 3,7 

6. Compensation per employee 
- Nominal 10,7 11,4 11,9 8,2 5,1 4,5 4,7 8,2 4,5 2,5 
- Real, deflator private consumption 3,8 0,4 1,5 1,3 -1,3 -0,3 1,0 4,0 -0,4 -1,I 
- Real, deflator GDP 3,4 1,3 1,2 0,5 -0,6 -0,7 -0,2 3,0 0,1 -0,5 

7. Productivity4 3,2. 1,1 2,6 2,2 1,7 1,2 1,0 -2,2 0,3 1,5 
8. Real unit labour costs5 

- Index: 1961-73 = 100 100,0 101,9 99,2 97,5 95,3 93,5 92,4 97,3 97,1 95,1 
- Annual % change 0,2 0,3 -1,3 -1,7 -2,3 -1,9 -1,2 5,3 -0,2 -2,0 

9. Profitability (Index: 1961-73 = 100) 
10. Relative unit labour costs in common currency 

• Against 19 competitors 
- Index: 1961-73 = 100 100,0 116,7 99,6 100,6 97,0 97,8 103,7 116,0 115,6 
- Annual % change 2,2 -1,2 -2,5 1,0 -3,5 0,8 6,1 11,9 -0,4 
• Against other member countries 
- Index: 1961-73 = 100 100,0 113,1 98,6 100,9 100,7 102,0 104,5 113,8 114,8 
- Annual % change 1,7 -1,2 -0,9 2,3 -0,2 1,3 2,4 9,0 0,9 

11. Employment I, 1 0,2 0,4 0,3 1,7 2,9 2,3 1,1 -0,3 0,2 

12. Unemployment6 1,1 5,9 9,3 10,1 9,9 8,7 7,4 7,6 8,5 9,0 

13. Current balance7 -2,0 -3,5 -4,2 -2,6 -3,3 -4,7 -5,1 -3,0 -2,5 -2,3 

14. Net lending of general government7 -1,4 -9,1 -7,2 -4,1 -2,0 3,1 2,1 0,9 1,4 

15. Gross debt of general government 7 22,3 53,1 62,6 67,0 65,3 59,8 58,4 57,8 56,4 
16. Interest payments by general government7 2,6 6,0 8,1 9,6 9,8 8,8 8,3 7,9 7,4 
17. Money supply (end of year)8 10,6 11,4 11,4 25,4 17,8 15,8 8,4 4,4 

18. Long-term interest rate9 9,0 16,4 20,5 14,4 14,0 11,6 10,5 11,9 10,8 

I 1961-86: Eurostat and Commission services. 
1987-89: Economic forccaSls. September/October 1988. 
At constant prices. 

' At current prices. 
GDP at constant market prices per person employed. 
GDP deflator. 
Percentage of civilian labour force. 
Percentage of GDP. 

' M2 . 
• Levels. 
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Federal Republic of Germany 

After adjustment to a lower dollar the German 
economy has entered a new phase of faster 
growth in output and employment 

After a difficult period of adjustment to the effects of the 
steep decline in the dollar with, notably, a 24-month-long 
stagnation of the volume of exports, the German economy 
at the beginning of 1988 entered a phase of strong recovery 
in activity and in the business climate. In fact, some strength­
ening had occurred already in the course of 1987, but invest­
ment remained hesitant up to the end of the year, influenced 
in part by the stock-market crash and the rapid decline of 
the dollar rate. In the first half of 1988, however, all leading 
indicators turned sharply upwards. 

The strengthening of activity in 1988 is attributable both to 
domestic demand as supported by economic policy (tax cuts 
implemented at the beginning of the year, the special multi­
year investment credit programme for municipalities and a 
relatively accommodating monetary policy) and to a marked 
increase in orders from abroad supported by a more favour­
able investment climate in other countries. In turn, this has 
entai led a considerable strengthening of private investment 
and of imports. For the year 1988 as a whole, GDP is now 
estimated to show a rise of some 3 Y. %, about I point more 
than forecast only six months ago and about I 1/4 points 
faster than in 1987. 

On the whole, the prospects for continuation of the present 
investment-led upturn in the Federal Republic of Germany 
appear to be favourable: the growth of gross fixed capital 
formation is likely to be boosted by the rise in capacity 
utilization and by a further improvement in profitability. 
Moreover, growth is now becoming more employment-in­
tensive as the share of the rationalization motive has been 
reduced and as the need for expansion of productive capacity 
is becoming larger. The growth of private consumption will, 
on the other hand, be hampered somewhat by the increases 
of indirect taxes to be implemented from I January 1989. 
Nevertheless, the rate of expansion of output appears likely 
to slow down by only about 3/. of a point from 1988 to 
1989. Although the growth of employment in 1989 may be 
quite fast, the rate of unemployment may not decline much 
as the growth of the labour force will be boosted both by a 
rise in the activity rate and by immigration from Eastern 
Europe. 

Given that the present recovery has been induced by foreign 
demand to a considerable extent (in particular, by the growth 
of investment in other EC Member States), the German 

Federal Republic of Germany 

trade surplus, albeit reduced in real terms, has remained 
high in nominal terms in 1988 and is unlikely to fall in 1989. 
However, the German external surplus, to a large extent, 
serves to finance investment abroad and, therefore, as long 
as the capital outflow can be maintained, does not cause an 
immediate concern for the international adjustment process. 
On the other hand, while the overall current external account 
of the EC is likely to show a small deficit for 1989 as a 
whole, surpluses and deficits will be unevenly spread among 
Member States. This pattern is unlikely to be sustainable in 
the longer run as some Member States will aim at limiting 
the increase in their external liabilities. A major task for 
German economic policy in a medium-term perspective will, 
therefore, be to prepare for a return to a more sustainable 
external balance by maintaining the momentum of growth 
in the domestic economy in the face of a potential slowdown 
of the growth of foreign demand. 

Economic policy issues : prepare for the medium 
term by strengthening the domestic growth 
factors 

Although exports have been a driving force behind the 1988 
upturn, net exports can hardly be counted upon to provide 
a positive contribution to growth in 1990 and beyond. Most 
likely, therefore, the degree of buoyancy of domestic demand 
will be decisive for the growth of GDP and for the capacity 
of the German economy to continue the favourable employ­
ment performance seen in the last couple of years. 

The objective of the German tax reform is to strengthen the 
market forces in the economy by improving the tax structure 
and by bringing down the tax burden in terms of GNP. It 
now appears that the tax reduction in 1990, the next phase 
of the reform, is also a welcome measure ensuring continued 
momentum of domestic demand at a point in time where 
the present upturn in exports may have passed its peak. In 
total, it involves tax cuts amounting to some I % of GDP 
and may result in an increase in the general government 
borrowing requirement of some 0,7 point or to about 2 Y. % 
of GDP. This level would be broadly compatible with stab­
ility of the ratio of public debt to GDP, particularly since a 
lowering of this level is envisaged for the following years. 

The stance of monetary policy, which had been adapted to 
the relatively weak business climate (implying, notably, a 
considerable widening of the spread between long-term and 
short-term interest rates), was tightened significantly from 
June to August of 1988 in response to the strengthening of 
the dollar in exchange markets. The development of monet-
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D. Country situations , prospects and policies 

ary po licy over the last few years clearly reveals a certa in 
Oexibili ty in the face of, notably, turbulences in the exchange 
ma rkets without endangering its medium-term credibility. 
Pending unforeseen turbulences in the exchange markets. 
moneta ry po licy should now be in a position to focus more 
than in 1986 and 1987 on the stab ili zation of the macro­
economic conditions in the German economy and reaffirm 
its role as the a nchor of the EMS. 

For the time being, the budgetary and mo neta ry policy 
stance in 1989-90 appea rs to be broad ly set to ensure a 
continued stable, non-inflationary growth in the German 
econom y. However, a considerable growth potential st ill 
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remains to be ex ploited , nota bly in view of the fac t tha t 
the demographica lly determined fa ll in the labo ur force 
envisaged fo r the yea rs after 1990 seems likely. for some 
time ahead , to be compensa ted th ro ugh immigra tion. T hi s 
will require a continua tion of the st rong growth of invest­
ment , further improvement of profitabilit y a nd modera te 
growth of real wages. In additi on. the scope for measures 
a imed a t improving the ada pta bilit y of the econo my. incl ud­
ing, notably, a lowerin g of subsidies. remains considerable. 
With the external aspects in mind . it wo uld no t a ppear 
inappropriate for the Federc1l Republic o f Germ a ny to ta ke 
an early lead in the process of reducing subsidies and stream­
lining regulati ons. no tably in the perspec ti ve o f the com­
pletion o f the intern al ma rk et. 



Federal Republic of Germany 

Table D3 
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,'_; ··: '.; '· I~: _r ii : ! : J T ~ ! '., .' : . '. .. ( Annual % change unless otherwise stated) 

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

; ,-: ~ 'r; _;.':_;:_. ;·t:: : ~ ... : 
I. Gross domestic product ~. •i ·. 

:i, . : ;,{, I ,. 
- At current prices 

.!:jp·r:,: 
8,9 6,7 3,7 4,8 4,8 4,3 5,7 4,0 5,1 4,8 

- At constant prices 4,4 1,9 -0,6 1,5 2,8 2,1 2,6 1,9 3,2 2,5 
- Price deflator 4,3 4,7 4,4 3,3 2,0 2,2 3,1 2,0 1,8 2,3 

2. Gross fixed capital formation2 
-Total ' , 4,0 0,1 -5,3 3,2 0,8 0,1 3,1 1,8 6,2 3,7 
- Construction • •J • -0,8 -4,3 1,8 1,5 -5,7 2,5 0,2 6,7 2,6 
- Equipment 2,3 -7,0 5,6 -0,2 10,0 4,3 4,0 5,5 5,2 

3. Share of gross fixed capital formation in GDP3 
-Total 24,9 21,2 20,5 20,5 20,2 19,7 19,5 19,3 19,8 20,0 
- General government 3,5 2,8 2,5 2,4 2,3 2,4 2,4 2,4 2,4 
- Other sectors 17,6 17,6 18,0 17,8 17,4 17,0 16,9 17,4 17,6 

4. Final national uses incl. stocks ,. ff·' 

- At constant prices 4,5 1,7 -2,0 2,3 2,0 1,0 3,7 3,1 3,5 2,4 
- Relative against 19 competitors -0,5 -0,2 -2,7 0,7 -1,5 -1,9 -0,2 -0,5 -0,2 -0,2 
- Relative against other member countries -0,4 0,1 -3,5 1,7 0,0 -1,6 -0,1 -0,5 -0,4 -0,5 

5. Inflation 
(Price deflator private consumption) 

,jf. 

3,6 5,0 4,7 3,2 2,4 2,1 -0,2 0,5 1,3 2,5 
6. Compensation per employee ,,., 

-Nominal 9,2 7,1 4,2 3,7 3,5 3,0 3,9 2,9 3,0 2,5 
- Real, deflator private consumption 5,4 2,0 -0,5 0,5 1,0 0,9 4,1 2,4 1,7 0,0 
- Real, deflator GDP 4,6 2,3 -0,2 0,4 1,5 0,8 0,8 0,9 1,2 0,2 

7. Productivity4 .. '';,', ,,_ ) .·, ! 4,1 2,3 I, 1 3,1 2,7 1,4 1,6 1,2 2,7 1,7 

8. Real unit labour costs5 '!._:-;:: 

- Index: 1961-73 = 100 ·.::: ·f~· 100,0 103,7 102,2 99,6 98,4 97,8 97,1 96,7 95,3 93,9 
- Annual % change 0,5 0,0 -1,2 -2,5 -1,2 -0,6 -0,8 -0,3 -1,5 -1,5 

9. Profitability (Index: 1961-73 = 100) ,•.i 

I 0. Relative unit labour costs in common currency 
• Against 19 competitors 
- Index: 1961-73 = 100 100,0 111,9 98,6 97,8 93,5 91,6 100,0 105,6 101,8 
- Annual % change .,, ~ - ·! ,. 2,3 -2,5 -0,l -0,8 -4,5 -2,0 9,2 5,6 -3,5 
• Against other member countries 
- Index: 1961-73 = 100 100,0 110,6 99,6 101,1 99,4 97,4 103,2 106,2 103,1 
- Annual % change 2,2 -2,8 2,8 1,5 -1,6 -2,0 6,0 2,9 -2,9 

11. Employment •' tt~ I .•JT,; ;, .f 0,2 -0,4 -1,7 -1,5 0,1 0,7 1,0 0,7 0,5 0,8 
12. Unemployment rate6 • ' ·' •• J ~ ._ . ...,, 0,8 3,7 6,9 8,4 8,4 8,4 8,1 8,1 8,1 8,2 

13. Current balance7 J .. 0,7 0,5 0,5 0,7 1,3 2,4 4,2 4,0 4,0 4,2 

14. Net lending of general government7 -3,0 -3,3 -2,5 -1,9 -1,1 -1,3 -1,8 -2,5 -1,3 

15. Gross debt general government7 28,8 39,3 40,9 41,8 42,5 42,7 43,9 45,0 45,3 
16. Interest payments by general government7 

t. 
1,7 2,8 3,0 3,0 3,0 3,0 2,9 2,8 2,7 

17. Money supply (end of year)s 10,9 8,1 7,1 5,3 4,7 5,0 6,6 5,9 
18. Long-term interest rate9 7,2 8,1 9,0 7,9 7,8 6,9 5,9 5,8 6,3 

I 1961-86: Eurostat and Commission services. 
1987,89: Economic forecasts. September/October 1988. 

l At constant prices. 
J At current prices. 

GDP at constant market prices per person employed. 
GDP denator. 
Percentage of civilian labour force. 
Percentage of GDP . 

• MJ . 
• Levels. 



D. Country situations, prospects and policies 

Greece 

Resumption of growth as incomes and 
investment recover 

During the two-year stabilization programme applied in 
Greece from the end of 1985, a strict incomes policy led to 
substantial real wage reductions which depressed domestic 
demand and helped to achieve a slowing in the inflation rate 
and an improvement in the current account of the balance 
of payments. In 1988, domestic demand has been strength­
ened by a more flexible wage policy and a revival in private 
investment. Despite some deterioration in the real foreign 
balance, real GDP growth is expected to be over 2 Y, % this 
year and could continue at a similar pace in 1989. Faster 
wage increases this year have meant relatively small further 
gains in inflation, with the average annual rate falling to 
about 13 % from 16 % in 1987 and 22 % in 1986. Despite 
some widening of the trade deficit, strong invisible receipts 
have maintained the improvement in the current account 
where all of the deficit is being covered by private capital 
inflows. 

Weak economic performance since entry into 
the Community, but progress since 1985 

From the point of view of convergence with Community 
partners, Greek economic performance during the 1980s has 
been weak. On the real side, the ratio of per capita GDP to 
the Community average has fallen back since 1980. The 
Greek inflation rate, despite the slowing since 1986, is still 
a matter of concern and makes necessary a continuous 
gradual depreciation of the drachma. Although there was 
some improvement in 1986 and 1987, insufficient progress 
has been made so far in correcting the imbalance in the 
public finances, and the general government deficit is still 
substantial. 

None the less, important advances have been made since the 
end of 1985 both from the point of view of structures and 
of stabilization. Labour cost increases have been moderated 
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and, combined with the deregulation of goods markets, this 
has allowed a substantial recovery in profits, leading to a 
strengthening of business investment. Progress has also been 
made towards the rationalization and simplification of the 
financial system by unifying interest rates and turning them 
positive in real terms; moreover, a large part of the PSBR 
has been financed through sales of debt to the non-bank 
private sector, thus facilitating monetary control. These 
positive developments have, however, made the servicing of 
the public debt more expensive and the reduction of the 
fiscal deficit even more difficult. 

Need for further structural change and the 
continued pursuit of stability 

Faster development and greater stability in the Greek econ­
omy will depend on tackling structural problems with an 
appropriate involvement of both the private and the public 
sectors. The start made in deregulating markets needs to be 
continued, with further emphasis on competition in financial 
and goods markets. The productive base needs to be 
strengthened through further encouragement of private in­
vestment, so as to improve competitiveness and trade per­
formance. Priority must be given to reducing the public 
finance deficits, which pre-empt so much of the saving in 
the Greek economy. It is particularly the current budget 
deficit which must be limited, through restraint on govern­
ment consumption and transfers and through spreading the 
tax burden more widely and fairly. Room must thus be 
created for both private investment and public infrastructure 
investment, notably in the context of the considerable expan­
sion of Community interventions through the structural 
Funds and lending. For the desired effects to be achieved, 
this must not be allowed to have a harmful effect on costs 
and prices. A phased reduction in the PSBR of at least 
6 % of GDP is desirable over the next 4-5 years, and the 
government has announced its intention to implement the 
policies required to reach such an objective and, notably, to 
reduce the budget deficit by 2 % of GDP already in 1989. 
Further progress on disinflation will also involve keeping a 
tight rein on wage developments, with real wage increases 
kept below productivity growth, and the maintenance of a 
tight monetary policy. 



Greece 

Table D4 

Main economic aggregates 1961-891 ~ I ·: r !_,r . . j ~ ;· ;_; ·, '.; "/ •, •',',"11:,J· ·-;. 

Greece l ~ ... 

(annual% change unless otherwise stated) 

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

·"··· •:; f r. I!' , . ···.·.,· ·' .,t;r' f,:/7 ) ;.J,·;. 
I. Gross domestic product . :( 

- At current prices 12,5 19,8 25,6 19,5 23,6 21,3 20,6 13,8 17,4 15,4 
- At constant prices 7,7 3,0 0,4 0,4 2,8 3,0 1,3 -0,4 2,8 2,1 
- Price deflator 4,5 16,3 25,1 19,1 20,3 17,8 19,0 14,3 14,3 13,0 

2. Gross fixed capital formation2 •;: 1 ~ • 

-Total 10,0 -1,9 -1,9 -1,3 -5,7 5,1 -4,8 -3,2 8,8 8,0 
- Construction -2,0 -13,2 5,4 -6,9 2,9 -3,3 -5,0 9,0 8,0 
- Equipment 0,5 14,I -8,6 -4,1 7,6 -6,5 -0,9 8,5 8,0 

3. Share of gross fixed capital formation in GDP3 
-Total 22,7 22,9 19,9 20,3 18,5 19,I 18,5 17,6 18,2 19,2 
- General government 0,5 2,9 3,3 4,1 4,4 4,1 3,4 3,4 3,5 
- Other sectors 22,4 17,0 16,9 14,3 14,7 14,4 14,2 14,8 15,7 

4. Final national uses incl. stocks •: ;: 

- At constant prices 8,2 2,1 3,5 0,8 -0,4 6,1 -0,5 0,2 3,5 3,0 
- Relative against 19 competitors 3,1 0,2 3,6 -1,0 -3,8 3,3 -4,1 -3,1 0,0 0,5 
- Relative against other member countries 3,3 0,4 3,2 -0,3 -2,6 3,8 -4,I -3,I 0,0 0,4 

5. Inflation 
(Price deflator private consumption) 3,5 16,9 21,2 18,2 18,3 18,7 22,2 15,8 13,3 12,8 

6. Compensation per employee 
-Nominal 10,2 21,2 27,8 21,3 22,3 22,6 15,7 12,5 17,0 14,0 
- Real, deflator private consumption 6,5 3,7 5,4 2,6 3,4 3,3 -5,4 -2,9 3,2 1,1 
- Real, deflator GDP 5,5 4,2 2,2 1,9 1,7 4,1 -2,8 -1,6 2,4 0,9 

7. Productivity4 8,2 1,7 1,2 -0,6 2,4 1,9 1,3 -0,3 1,7 1,3 

8. Real unit labour costs5 
- Index: 1961-73 = 100 100,0 96,3 105,8 108,5 107,7 109,9 105,5 104,1 104,7 104,3 
- Annual % change -2,5 2,5 1,0 2,5 -0,7 2,1 -4,I -1,3 0,6 -0,4 

9. Profitability (Index: 1961-73 = 100) 
10. Relative unit labour costs in common currency 

• Against 19 competitors 
- Index: 1961-73 = 100 100,0 78,7 86,7 82,7 81,9 80,0 69,6 68,9 72,0 
-Annual% change -4,2 1,0 8,3 -4,7 -0,9 -2,3 -12,9 -1,0 4,5 
• Against other member countries 
- Index: 1961-73 = 100 100,0 75,9 87,3 84,8 86,4 84,5 71,4 69,1 72,8 
- Annual % change -4,6 1,2 11,2 -2,9 1,8 -2,I -15,5 -3,2 5,4 

11. Employment -0,5 1,3 -0,8 1,0 0,3 1,0 0,1 -0,I 1,0 0,7 
12. Unemployment rate6 0,0 0,5 5,8 7,8 8,1 7,8 7,4 7,4 7,4 7,6 
13. Current balance7 -2,9 -1,7 -4,4 -5,0 -4,0 -8,2 -5,4 -3,4 -2,8 -3,7 

14. Net lending of general government7 -1,4 -7,7 -8,3 -10,0 -13,6 -10,8 -9,5 -12,1 -13,3 

15. Gross debt of general government7 26,8 38,7 44,3 53,2 62,6 64,6 66,7 69,4 73,9 

16. Interest payments by general government7 1,9 2,6 3,7 4,6 5,4 5,7 7,3 8,1 9,3 
17. Money supply (end ofyear)B 18,2 25,1 29,0 20,3 29,4 26,8 19,0 24,8 
18. Long-term interest rate9 0,7 11,9 15,4 18,2 18,5 15,8 15,8 17,2 18,0 

I 1961-86: Eurostat and Commission services. 

2 
1987-89: Economic forecasts, September/October 1988. 
At constant pnccs. 

l At current prices. 
GDP at constant market prices per person employed. 
GDP denator. 
Percentage of civilian labour force. 
Percentage or GDP . 

• M3 . • l..cvels. 
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D. Country situations, prospects and policies 

Spain 

Vigorous growth continues, but inflation and 
competitiveness outlook is uncertain 

Following the 1975-85 recession, during which investment 
marked time and unemployment rose by 20 percentage 
points (from 2 % to 22 %), Spain has been enjoying vigorous 
growth over the last three years. This renewed buoyancy is 
largely attributable to the beneficial effects of Community 
membership on the economic climate. None the less, other 
factors have made a major contribution, namely the decline 
in oil prices, the slower rate of increase in wage costs, and 
budgetary consolidation. 

The progressive stabilization of the economy has produced 
a substantial fall in inflation, with the rise in the private 
consumption deflator slowing from some 15 % on annual 
average for the period 1975-85 to 5 % in 1987. The growth 
rate of GDP is estimated to have been one of the highest in 
the Community and the prospects for continuing expansion 
in 1989 are favourable. 

Domestic demand is expected to continue to expand rapidly, 
mainly in response to the buoyancy of investment. However, 
a large proportion of demand is spilling over into imports, 
which will probably show a further brisk rise. Since exports 
are now expanding at a more modest rate, the real external 
balance is once again likely to deteriorate. As a result, the 
growth rate of GDP is expected to be much lower than that 
of domestic demand but, even so, it will probably be around 
4 %. The growth in output should permit a further rapid 
rise (some 2 %) in the employed population. Nevertheless, 
since the labour force is expected to expand almost in step 
with employment, the unemployment rate will probably de­
cline only marginally (from 20.1 % in 1988 to 19.8 % in 
1989). 

The current account, which dipped slightly into the red in 
1988, is set to deteriorate further, with the deficit possibly 
widening to 2 % of GDP in 1989. A deficit of this magnitude 
would just about be covered by long-term capital inflows 
with the result that, given buoyant investment, it would 
constitute neither a problem nor a constraint for economic 
policy. With the introduction of tight budgetary controls 
and the rapid increase in tax revenue, the Spanish Govern­
ment has, in recent years, carried through an almost exemp-
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lary policy of budget consolidation, including a substantial 
reduction in net borrowing by general government. In 1989, 
the deficit will probably be roughly the same as in 1988 
(equivalent to some 3 % of GDP). 

Main economic policy tasks: closer convergence 
and further integration of Spain into the 
Community 

The government has set as its pnonty target rapid inte­
gration of the Spanish economy into the monetary cooper­
ation arrangements within the EMS and participation at the 
earliest possible opportunity in the process of liberalizing 
capital movements. It is particularly important, therefore, 
to keep the Spanish economy on the path leading to conver­
gence with the Community and, at the same time, to press 
ahead with efforts to narrow the gap between per capita 
GDP in Spain and the Community average. This necessitates 
the maintenance of a favourable climate for investment. A 
continuing process of disinflation, containment of wage 
costs, and competitiveness are key aspects of this strategy 
and, if they are to be achieved, the increase in nominal per 
capita wages must be severely curbed. This is all the more 
important in that the peseta's appreciation in recent years 
has already led to a substantial deterioration in the cost 
competitiveness of Spanish firms. 

Growth in productive investment is a necessary condition 
for rapid, non-inflationary and job-creating growth in the 
years ahead. It will require the mobilization of substantial 
financial resources, and so the expansion of the structural 
Funds and EIB lending answers a genuine need in the 
Spanish economy. The fact remains though that the objective 
of stepping up Community support for the Spanish economy 
can be achieved only if the extra resources available are 
reflected in a higher share of investment in GDP and do not 
cause costs and prices to rise. Macroeconomic policy will, 
therefore, have a prime role to play in guaranteeing success­
ful implementation of the decisions taken by the Brussels 
European Council. This is because, with the availability 
of Community resources, continuation of the budgetary 
consolidation process would be welcome and feasible. A 
further reduction in the budget deficit would make it possible 
for monetary policy to contribute further to stabilizing the 
macroeconomic framework, notably through a reduction in 
monetary financing. 



Spain 

Table D5 

Main economic aggregates 1961-891 

Spain 
(annual % change unless otherwise stated} 

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

I. Gross domestic product 
- At current prices 14,8 19,1 15,2 13,6 12,9 11,2 14,6 11 ,3 10,2 8,4 
- At constant prices 7,2 1,8 1,2 1,8 1,8 2,3 3,3 5,2 4,7 3,9 
- Price dellator 7,1 17,0 13,8 11,6 10,9 8,7 10,9 5,7 5,2 4,3 

2. Gross fixed capital formation2 
- Total 10,4 - 1,3 0,5 -2,5 -5,8 3,8 7,9 13,8 13,0 10,0 
- Construction -1,5 0,1 -2,0 -5,3 2,0 6,6 10,5 12,0 8,6 
- Equipment - 0,4 2,2 -4,8 -7,3 8,5 10,4 19,0 14,5 11,9 

3. Share of gross fixed capital formation in GDPJ 
- Total 24,2 23,9 21,3 20,6 18,8 18,9 18,7 20,l 21,5 22,7 
- General government 2,2 3,1 2,8 3,0 3,7 3,5 3,6 3,8 3,9 
- Other sectors 21,7 18,2 17,7 15,7 15,1 15,2 16,5 17,8 18,8 

4. Final national uses incl. stocks 
- At constant prices 7,7 1,4 1,1 -0,1 -0,7 2,9 5,9 8,0 6,3 5,2 
- Relative against 19 competitors 2,7 - 0,5 0,7 -1,9 -3,9 0,2 2,0 4,3 2,4 2,4 
- Relative against other member countries 2,9 - 0,3 0,2 -1,1 -2,5 0,7 2,0 4,4 2,4 2,3 

5. Inflation 
(Price dellator private consumption) 6,6 17,5 14,5 12,3 11,0 8,3 8,7 5,3 4,7 4,3 

6. Compensation per employee 
- Nominal 14,6 21,2 13,7 13,8 10,0 10,1 8,3 7,5 6,5 6,1 
- Real , dellator private consumption 7,5 3,2 -0,7 1,3 -0,9 1,7 -0,4 2,1 1,7 1,7 
- Real , dellator GDP 7,1 3,6 - 0,1 1,9 -0,9 1,3 -2,3 1,7 1,2 1,7 

7. Productivity4 6,5 3,3 2,2 2,3 4,3 3,7 1,4 2,2 2,1 1,8 

8. Real unit labour costs5 
- Index : 1961-73 = 100 100,0 104,9 102,4 102,1 97,1 94,8 91,3 90,9 90,2 90,0 
- Annual % change 0,6 0,3 -2,2 - 0,3 - 4,9 -2,4 -3,7 -0,5 -0,8 -0,1 

9. Profitability (Index : 1961-73 = 100) 
10. Relative unit la bour costs in common currency 

• Against 19 competitors 
- Index : 1961-73 = 100 100,0 121 ,6 118,9 104,4 103,9 103,7 105,6 108,2 113,2 
- Annual% change 1,8 1,5 -3,1 - 12,2 -0,5 -0,1 1,8 2,5 4,6 
• Against other member countries 
- Index : 1961 -73 = 100 100,0 115,3 117,6 105,7 108,5 108,8 106,5 106,2 112,1 
- Annual % change 1,3 1,5 -0,4 -10,2 2,7 0,2 -2,1 -0,3 5,5 

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

12. Unemployment rate6 0,4 6,3 16,2 17,7 20,1 21,4 21,0 20,5 20,0 19,6 

13. Current balance7 - 0,2 -2,0 -2,5 -1,5 1,4 1,6 1,7 0,1 -0,8 -2,1 

14. Net lending of general government7 -1,3 - 5,6 - 4,8 - 5,5 · - 7,0 - 5,7 - 3,6 -3,0 -2,9 

15. Gross debt of general government7 15,5 27,9 34,5 41 ,2 46,4 47,4 48,1 48,0 48,7 

16. Interest payments by general government7 0,6 1,0 1,3 2,0 3,2 3,9 3,6 3,5 3,3 

17. Money supply (end of year)S 6,8 18,6 16,6 15,9 13,1 12,8 12,6 13,9 

18. Long-term interest rate9 0,0 5,6 16,0 16,9 16,5 13,4 11 ,4 12,8 12,0 

I 196 1-86: Eurostat and Commission services. 
1987-89 : Economic forecasts. Scp1embcr/Oc1obcr 1988. 
At constant prices. 
At current prices . 

' GOP at constant market prices per person employed. 

' GDP dena1or . 
• Percentage of civilian labour force. 
7 Percenlagc of G DP . 
• ALP. 

' Levels. 

69 



D. Country situations, prospects and policies 

France 

Following a period of adjustment in the pro­
ductive system, the French economy is showing 
signs of increased dynamism 

Since 1983, the French economy has been experiencing a 
difficult period of adjustment in the structures of the productive 
system and in the behaviour of economic agents. During 
this time, markets have become more flexible and freer 
(especially under the impact of price deregulation). The 
financial position of firms has recovered and the return 
on investment has improved. Moreover, a budgetary and 
monetary policy geared essentially to currency stability and 
budget consolidation has made a major contribution to 
curbing inflation and to significantly dampening inflationary 
expectations. 

As expected, the effects of this gradual improvement in the 
basic conditions for balanced, non-inflationary growth have 
taken some time to work through. However, since the begin­
ning of the year, the economic climate has picked up appreci­
ably; the share of investment designed to increase productive 
capacity is rising sharply and the net loss of jobs is giving 
way to some increase in the number of those gainfully 
employed. On the back of buoyant growth in investment 
and exports, GDP rose by over 3 % in 1988. Unlike in 1982, 
the revival in activity has taken place without jeopardizing 
either economic stability or the improvement in international 
competitiveness, as witnessed by the slight improvement in 
the current external balance and by the continuing slowdown 
in price increases. 

All in all, the conditions for continuing, fairly rapid growth in 
1989 are favourable. Higher investment will probably lead 
to an expansion in productive capacity and be accompanied 
by a gradual improvement in the situation on the labour 
market. The buoyancy of exports will probably make it 
possible to accommodate the fairly rapid increase in imports 
(notably capital goods) without any deterioration in the 
external balance. With activity picking up in the course of 
1988, net borrowing by general government now seems likely 
to fall significantly between 1987 and 1988 and is expected 
to show a further, slight decline in 1989, as certain additional 
expenditure will be financed largely through higher tax rev­
enue accruing from the new wealth tax in particular. 
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Main economic policy objective: to establish 
the basic conditions for stronger growth in the 
medium term 

Even if the economic out-turn in 1988 and in 1989 is much 
better than anticipated at the beginning of 1988, unemploy­
ment will continue to pose an acute problem and one of the 
main tasks of economic policy will be to reduce it. Given 
the prospect of a continuing, relatively rapid expansion in 
the labour force (due largely to the higher female partici­
pation rate), even growth of 3 % a year would be insufficient 
to permit a reduction in unemployment, unless employment 
responded more than in the past to the growth in output. It is 
essential, therefore, that new resources should be mobilized 
in support of investment aimed at creating extra capacity 
and harnessing new technologies. An increase in the share 
of investment in GDP will doubtlessly also be necessary if 
France is to exploit fully the extra growth potential created 
by completion of the internal market. Continuing wage 
restraint and a higher return on investment would seem, 
therefore, to be key elements of the medium-term economic 
strategy. 

The continuing recovery in investment would be even more 
stimulated if the government managed to bring long-term 
interest rates in France more closely into line with those in 
the Federal Republic of Germany. The differential that exists 
at the moment reflects in part expectations that exchange 
rates may be adjusted. It can, therefore, be eliminated only 
if financial markets and economic agents are more confident 
that the commitment to maintain a stable link between the 
franc and the mark is definitive and irrevocable. 

Such greater confidence in the stability of the macro­
economic framework cannot be brought about by monetary 
policy alone. The thrust and implementation of budgetary 
policy, the functioning of the labour market and wage for­
mation will all have a prime role to play in this respect. For 
its part, budgetary policy will need to take account of the 
general financial equilibrium and, more particularly, of the 
personal savings ratio, the decline of which in recent years 
may have helped to keep real interest rates high. If this ratio 
continued to fall at the rate observed over the last few 
years, this would, of course, contribute to the resurgence in 
domestic demand but would create a more precarious bal­
ance-of-payments situation and would bolster the arguments 
in favour of a cautious budgetary policy. 

The budget strategy being pursued by the government, even 
though it involves a different set of priorities for expenditure 
and tax cuts, follows on from previous governments' stra­
tegies regarding reduction of the deficit as a proportion of 



GDP and the trend of public debt. Since this strategy of 
budget consolidation is based on the assumption of buoyant 
business growth, its credibility would be enhanced if the policy 
on the structural adjustment of the economy were continued 

France 

and strengthened. The lifting of the remaining restrictions on 
capital movements, decided recently by the Council, further 
accentuates the need for a budgetary policy and an adjust­
ment policy that could facilitate the tasks of monetary policy. 
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D. Country situations, prospects and policies 

Table D6 

Main economic aggregates 1961-891 

France 
( annual % change unless otherM·ise stated) 

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

I. Gross domestic product 
- At current prices 10,7 13,7 14,6 10,5 8,9 7,5 6,9 4,9 5,9 5,3 
- At constant prices 5,6 2,6 2,5 0,7 1,4 1,7 2,1 2,3 3,1 2,8 
- Price deflator 4,9 10,8 11,7 9,7 7,5 5,7 4,7 2,5 2,7 2,5 

2. Gross fixed capital formation2 
-Total 7,6 0,8 -1,4 -3,6 -2,3 1,1 3,0 3,4 6,9 5,4 
- Construction 0,1 -2,4 -3,6 -3,1 -0,9 1,9 2,2 4,5 3,4 
-Equipment 1,9 1,5 -3,4 0,2 4,6 3,8 4,4 8,8 6,8 

3. Share of gross fixed capital formation in GDP3 
-Total 23,7 23,2 21,4 20,2 19,3 19,0 18,8 19,0 19,6 20,1 
- General government 3,4 3,4 3,3 3,0 3,2 3,2 3,4 3,4 3,4 
- Other sectors 19,8 17,9 17,0 16,3 15,8 15,6 15,6 16,2 16,7 

4. Final national uses incl. stocks 
- At constant prices 5,8 2,3 3,5 -0,7 0,5 2,2 3,7 3,3 3,0 2,7 
- Relative against 19 competitors 0,9 0,5 3,8 -2,6 -3,1 -0,5 -0,1 -0,4 - 1,0 -0,1 
- Relative against other member countries 1,1 0,8 3,5 -2,0 -1,8 0,1 -0,1 -0,3 -1,0 -0,2 

5. Inflation 
(Price deflator private consumption) 4,7 11,2 11,5 9,7 7,5 5,7 2,5 3,2 2,7 2,7 

6. Compensation per employee 
-Nominal 9,9 14,8 14,1 10,1 8,6 6,6 4,0 3,3 3,8 3,8 
- Real, deflator private consumption 5,1 3,2 2,3 0,4 1,0 0,9 1,5 0,1 1,0 1,0 
- Real, deflator GDP 4,8 3,6 2,1 0,4 1,1 0,8 -0,7 0,7 1,0 1,3 

7. Productivity4 4,9 2,4 2,4 1,1 2,3 2,1 1,8 2,2 2,5 2,3 

8. Real unit labour costs5 
- Index: 1961-73 = 100 100,0 106,2 108,3 107,5 106,2 104,9 102,3 100,9 99,4 98,4 
- Annual % change 0,0 1,1 -0,3 -0,7 -1,2 -1,2 -2,5 -1,5 -1,4 -1,0 

9. Profitability (Index: 1961-73 = 100) 

10. Relative unit labour costs in common currency 
• Against 19 competitors 
- Index: 1961-73 = 100 100,0 92,9 87,4 84,6 83,0 84,4 86,9 86,1 83,2 
- Annual % change -0,9 0.1 -4,8 -3,2 -2,0 1,8 2,9 -0,9 -3,4 
• Relative against other member countries 
- Index: 1961-73 = 100 100,0 90,4 88,4 87,5 88,5 90,4 89,9 86,6 84,2 
- Annual % change -1,3 0,2 -2,4 -1,0 1,1 2,2 -0,6 -3,7 -2,7 

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

12. Unemployment rate6 1,1 5,1 8,7 8,9 10,0 10,5 10,7 10,8 10,7 10,8 

13. Current balance7 0,2 -0,4 -2,1 -0,8 0,0 0,1 0,6 -0,3 0,1 0,1 

14. Net lending of general government7 -1,0 -2,8 -3,2 -2,8 -2,8 -2,9 -2,5 -1,9 -1,8 

15. Gross debt of general government7 23,6 27,9 29,5 31,8 33,8 35,1 36,7 37,2 37,8 

16. Interest payments by general government7 1,3 2,0 2,6 2,7 2,9 2,9 2,8 2,9 2,9 

17. Money supply (end ofyear)B 13,7 13,4 11,4 11,5 9,5 6,8 6,3 7,3 
18. Long-term interest rate9 6,9 11,7 15,6 13,6 12,5 10,9 8,4 9,4 9,2 

I 1961-86: Eurostat and Commission services. 

2 
1987-89: Economic forecasts, September/October 1988. 
At constant prices. 

J At current prices. 
GDP at constant market prices per person employed. 
GDP denator. 
Percentage or civilian labour force. 
Percentage of GDP. 
M3R. 
Levels. 
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Ireland 

Great strides towards sustainability, but growth 
is not yet sufficiently employment-creating 

The Irish economy, which in the early 1980s had one of the 
highest inflation rates in the Community, a huge external 
deficit and spiralling public debt, has, in the course of the 
last few years, made great strides towards stability. In 1987, 
consumer price inflation was close to the EC average and 
the current external account was in surplus for the first 
time since 1967. Moreover, strong measures were initiated, 
backed by a broad political consensus, to rein in public 
expenditure and reduce the government budget deficit. Dom­
estic demand declined in 1987 and has stagnated in 1988, in 
part reflecting the necessary stabilization policies. However, 
helped by the buoyancy of world trade and improvements in 
Irish competitiveness, export growth has been exceptionally 
strong, leading to GDP growth of 4 % in 1987 and near 3 % 
in 1988. The pattern of growth in 1989 is likely to be more 
broadly based and could lead to a first small increase in 
employment, but, despite high emigration, the very high 
unemployment rate is likely to decline only marginally . 

Achieving faster and more employment-creating 
growth remains a major challenge for the Irish 
economy 

The medium-term challenge for the authorities is to further 
restore the conditions necessary to sustain a high rate of 
economic growth while maximizing the employment poten­
tial of such growth. Given the need to pursue the policy 
of fiscal consolidation for some time ahead, growth and 
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employment will rely even more than in most other Member 
States on a supply-side response to a more favourable econ­
omic environment. The recent substantial decline in nominal 
interest rates is an important first condition for such a 
response but other measures influencing the supply-side 
performance of the economy would seem appropriate. The 
efficient operation of markets is crucial to prospects for 
sustained growth and job creation. It is of even greater 
importance in the context of the completion of the internal 
market, where flexibility in response to increased compe­
tition and changing market conditions will be essential. In 
the labour market, the provision of higher quality training, 
the encouragement of more flexible working patterns and 
some limited deregulation would help to convert improve­
ments in output into higher employment. Deregulation 
should not, however, be confined to the labour market. 

Consolidation of budgetary achievements: the 
priority for 1989 

Although the prospects for growth are brighter than for 
some years, the process of budgetary adjustment must con­
tinue to take precedence over other considerations to meet 
the government's target of stabilizing the national debt/GDP 
ratio by 1990 (at about 120 % still one of the highest levels 
in the Community). A continuing reduction in the Exchequer 
borrowing requirement in terms of GDP is, therefore, desir­
able. This should once again be achieved by cuts in public 
expenditure, but with greater emphasis on restraining cur­
rent rather than capital expenditure. The restructuring of 
taxation continues to be desirable and must be financed 
within the constraint of the necessary budgetary adjustment. 
Restraints on current expenditure will be all the more necess­
ary, over the next few years, in view of the need to step up 
infrastructural investment in the context of the large increase 
in interventions through the Community's structural Funds. 
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D. Country situations, prospects and policies 

Table D7 

Main economic aggregates 1961-891 

Ireland 
(annual% changt unless othtrwist stattd) 

1961-73 1974-81 1982 1983 1984 1985 1986 19187 1988 1989 

I. Gross domestic product 
- At current prices 11,8 19,7 17,8 9,7 11,1 6,1 5,3 6,6 5,2 6,5 
- At constant prices 4,4 4,3 2,3 -0,6 3,2 1,1 -0,3 4,1 2,9 3,2 
- Price deflator 7,1 14,8 15,2 10,4 7,7 5,0 5,6 2,5 2,3 3,2 

2. Gross fixed capital formation2 

-Total 10,0 4,6 -3,4 -9,3 -2,4 -4,4 -3,5 -1,0 0,4 3,6 
- Construction 4,3 -4,8 -12,2 -13,5 -7,5 -5,3 -6,5 -6,9 1,0 
- Equipment 5,6 -5,8 -5,0 9,2 4,9 0,3 3,6 6,0 5,4 

3. Share of gross fixed capital formation in GDP3 
-Total 21,2 26,7 26,5 23,3 21,7 20,4 18,7 17,5 17,2 17,4 
- General government 5,3 5,1 4,5 3,9 4,0 3,7 2,9 2,3 1,9 
- Other sectors 21,4 21,4 18,7 17,8 16,4 15,0 14,6 14,9 15,5 

4. Final national uses incl. stocks 
- At constant prices 5,4 3,5 -2,1 -2,9 0,2 -1,3 0,8 -1,5 -0,2 1,5 
- Relative against 19 competitors 1,4 2,1 -2,6 -5,2 -3,1 -4,0 -2,9 -5,1 -4,2 -1,2 
- Relative against other member countries 1,5 2,4 -3,0 -4,7 -1,9 -3,6 -2,9 -5,l -4,3 -1,4 

5. Inflation 
(Price deflator private consumption) 6,0 16,6 15,3 8,6 9,4 4,5 3,6 3,1 2,1 2,8 

6. Compensation per employee 
-Nominal 11,3 19,3 14,4 12,0 11,7 6,4 5,1 5,1 3,5 3,9 
- Real, deflator private consumption 5,0 2,3 -0,8 3,2 2,1 1,8 1,5 1,9 1,3 1,1 
- Real, deflator GDP 3,9 3,9 -0,7 1,5 3,8 1,3 -0,5 2,6 1,1 0,8 

7. Productivity4 4,3 3,3 2,3 1,3 5,2 3,3 0,1 4,2 2,9 2,8 
8. Real unit labour costs5 

- Index: 1961-73 = 100 100,0 101,4 98,0 98,1 96,8 94,9 94,4 92,9 91,3 89,5 
- Annual % change -0,4 0,6 -2,9 0,2 -1,3 -1,9 -0,6 -1,5 -1,7 -2,0 

9. Profitability (Index: 1961-73 = 100) 
10. Relative unit labour costs in common currency 

• Against 19 competitors 
- Index: 1961-73 = 100 100,0 95,8 100,9 102,9 101,3 101,7 107,0 102,6 98,9 
- Annual % change 0,3 -0,5 3,3 1,9 -1,5 0,4 5,2 -4,0 -3,7 
• Against other member countries 
- Index: 1961-73 = 100 100,0 93,0 100,5 104,4 105,5 106,2 108,2 101,3 98,1 
- Annual % change 0,1 -0,6 5,7 3,9 1,1 0,6 1,9 -6,3 -3,2 

11. Employment 0,1 0,9 0,0 -1,9 -1,9 -2,2 -0,4 -0,1 0,0 0,4 
12. Unemployment rate6 4,8 8,4 12,3 14,9 16,6 17,9 18,2 19,2 18,7 18,2 
13. Current balance7 -2,5 -8,6 -10,6 -6,9 -6,0 -3,8 -2,4 1,3 2,6 3,5 
14. Net lending of general government7 -10,5 -13,7 -11,6 -9,6 -11,1 -11,0 -9,1 -6,5 -6,1 
15. Gross debt of general government 7 70,9 87,2 97,3 102,1 105,0 116,5 119,8 123,3 124,9 
16. Interest payments by general government7 5,6 9,0 9,3 9,4 10,4 9,8 9,9 9,7 9,4 
17. Money supply (end of year)B 12,1 19,2 13,0 5,6 10,1 5,3 -1,0 10,9 
18. Long-term interest rate9 2,2 14,6 17,0 13,9 14,6 12,7 11,1 11,3 9,7 

I 196 ( .86: Eurostat and Commission services. 
1987.89: Economic forecasts. Scptcmbcr 10ctobcr 1988. 
At constant prices . 

. l At current prices. 

' GDP at constant market prices per person employed. 

' GDP dcnator. 
6 Percentage of civilian labour force. 
7 Percentage of GDP. 

' MJ. 

' Levels. 
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Italy 

Strong growth supported by productivity gains 
but difficult to sustain 

Economic activity has expanded more rapidly in the past 
five years as a strict stance has been maintained on monetary 
policy and applied since 1983 on wages. In 1988, there has 
been a sharp acceleration in growth mainly because of the 
generalized recovery in economic activity within the Com­
munity . Real GDP could increase by nearly 4 %, which 
would be the highest growth rate since 1979. So far, this 
development has had only a limited impact on employment 
as firms have been protecting their export competitiveness 
and preparing for the 1992 internal market by rationalizing 
their workforce. Consequently, demographic factors have 
continued to push up the unemployment rate. 

The success in reducing inflation after the 1986 counter oil 
shock has gone no further in 1988, with the inflation rate 
stabilizing at 5 % from the end of 1987. Recently, substantial 
wage increases in some parts of the public sector have shown 
up the absolute necessity of keeping unit labour costs to the 
Community average and of finding an appropriate solution 
to the problem of the public-sector deficit, which is among 
the highest in the Community. The pressure placed on the 
capital market by renewal of public debt increases the vulner­
ability of the economy to external influences, despite a very 
good export performance which should keep the external 
deficit within reasonable limits in 1988 (0,4 % of GDP) and 
in 1989 (0,6 %). However, the outlook is highly dependent 
upon the effective implementation of the medium-term plan 
to stabilize the public finances , which will probably imply a 
slight slowdown in activity in 1989. 

A need to improve structural and financial 
balance 

Recent economic performance has only slightly diminished 
the scale of the adjustments which are still necessary in both 
private and public sectors. 

In 1987, the marked slowing in the price of capital goods 
helped to stimulate demand; this shift in relative prices has 
intensified the process of factor substitution. Thus, any 
strengthening of employment demand has been delayed and 
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import penetration has increased as production of certain 
highly specialized capital goods has been abandoned where 
importing has become more attractive. Moreover, the pros­
pect of the internal market and the competitive imbalances at 
international level reflecting real exchange-rate differentials 
have intensified innovation and reorganization within the 
enterprise sector, which are now bringing some benefits but 
which, in the absence of a stricter wage policy, could lead 
in due course to a narrowing of the productive base. 

Moreover, the public debt (which exceeded 90 % of GDP 
in 1987) represents an element of instability because of its 
size and composition. Indeed, the average maturity of the 
debt is among the shortest in the Community, with renewal 
dates concentrated into the next two years; debt servicing 
will reach 8 % of GDP this year out of a borrowing require­
ment which can probably be limited to 11 % of GDP. So 
fa r, this situation has not proved totally unsustainable due 
essentially to the high savings rate of households, the rise in 
real interest rates and certain administrative controls on 
movements of capital abroad. 

Wage restraint and budgetary control necessary 
to lower interest rates 

The medium-term outlook would suggest that all efforts 
should be made such that the rapidly approaching deadlines 
can be faced under less tight monetary conditions. Such an 
easing can only occur if there is stricter control of inflation 
and public-sector borrowing. Against the background of a 
much wider opening of markets for goods and capital , it 
will be essential to keep nominal wages in line with those 
elsewhere in the Community, and future wage negotiations 
must take this into account. Indeed, relative production 
costs will prove a decisive factor in the distribution of the 
benefits offered by the 1992 internal market. 

A good performance in a unified internal market will largely 
depend on budgetary policy and on the effective implemen­
tation of the medium-term stabilization plan which the 
government presented to par.liament at the end of May. The 
effort to control the level of public debt must be ac­
companied by a parallel improvement in the quality of public 
services, which determine the efficiency and competitiveness 
of the entire economic system. It is evident that countries 
which continue having pronounced structural disequilibria 
in a unified internal market will be forced to adjust very 
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quickly and at a high cost. The government's programme 
and the 1989 Finance Law clearly aim at avoiding such 
difficulties. The action under way is of particular importance 
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in order to ensure that the completion of the internal market 
provides room for manceuvre that can be fully used for the 
development of productive capacity and employment. 



Italy 

Table D8 

Main economic aggregates 1961-89 1 

Italy 
(annual% change unless olherwise slated) 

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

I. Gross domestic product 
- At current prices 11,0 20,8 16,5 15,9 14,1 11,8 11,0 8,7 8,7 7,5 
- At constant prices 5,3 2,6 0,2 0,5 3,5 2,7 2,7 3,1 3,9 3,2 
- Price def1ator 5,4 17,7 16,2 15,3 10,2 8,8 8,0 5,4 4,6 4,1 

2. Gross fixed capital formation2 
-Total 4,3 0,5 -5,7 -1,6 4,4 3,3 1,2 5,2 4,9 3,8 
- Construction -0,3 -6,7 0,9 0,5 -0,4 -0,6 -1,3 1,2 1,7 
-Equipment 3,0 -6,8 -5,7 15,J 11,4 5,0 11,5 8,0 5,5 

3. Share of gross fixed capital formation in GDP3 
-Total 25,9 24,4 22,3 21,3 21,2 21,2 20,1 20,0 20,1 20,1 
- General government 3,0 3,7 3,7 3,6 3,8 3,6 3,5 3,6 3,6 
- Other sectors 21,4 18,6 17,5 17,6 17,4 16,6 16,5 16,5 16,5 

4. Final national uses incl. stocks 
- At constant prices 5,5 2,0 OJ -0,5 4,5 3,2 3,6 4,6 4,4 3,5 
- Relative against 19 competitors 0,6 0,2 0,1 -2,5 1,2 0,5 -0,2 1,2 0,7 0,8 
- Relative against other member countries 0,7 0,5 -0,4 -1,8 2,9 1,1 -0,2 1,3 0,7 0,7 

5. Inflation 
(Price def1ator private consumption) 4,8 17,6 15,9 14,8 11,4 9,3 6,1 4,8 4,9 4,6 

6. Compensation per employee 
- Nominal 11,6 20,5 16,2 16,0 11,4 10,2 7,7 8,7 7,0 7,5 
- Real, def1ator private consumption 6,5 2,5 0,2 1,0 0,0 0,8 1,5 3,8 1,9 2,7 
- Real, def1ator GDP 5,9 2,4 0,0 0,6 1,1 1,3 -0,3 3,1 2,2 3,2 

7. Productivity4 5,7 1,9 -0,3 0,0 2,7 1,3 1,9 3,2 3,4 2,6 

8. Real unit labour costs5 
-Index: 1961-73 = 100 100,0 107,5 107,8 108,5 106,8 106,7 104,3 104,3 103,1 103,7 
- Annual % change 0,2 0,5 0,3 0,6 -1,6 -0,1 -2,2 -0,1 -1,1 0,6 

9. Profitability (Index: 1961-73 = 100) 

10. Relative unit labour costs in common currency 
• Against 19 competitors 
- Index: 1961-73 = 100 100,0 89,2 92,8 99,9 99,2 99,0 105,2 109,4 106,5 
- Annual % change -0,3 -0,3 1,4 7,6 -0,7 -0,2 6,3 3,9 -2,6 
• Against other member countries 
- Index: 1961-73 = 100 100,0 85,8 93,6 103,6 106,4 106,6 109,0 110,0 108,0 
- Annual % change -0,8 -0,2 4,4 10,7 2,7 0,1 2,3 0,9 -1,8 

11. Employment -0,4 0,7 0,6 0,5 0,8 1,4 0,8 -0,1 0,5 0,6 

12. Unemployment rate6 5,2 6,2 9,7 11,0 12,0 12,9 13,7 14,0 15,0 14,5 

13. Current balance7 1,5 -0,7 - 1,6 0,3 -0,6 -0,9 0,8 -0,1 -0,4 -0,6 

14. Net lending of general government7 -8,4 -11,3 -10,6 -11,5 -12,5 - 11,4 -10,5 -10,0 -10,0 

15. Gross debt of general government 7 58,7 66,3 71,9 77,1 83,7 87,9 92,6 96,6 101,4 

16. Interest payments by general government7 4,5 7, I 7,5 8,0 8,0 8,5 8,2 8,4 8,9 

17. Money supply (end of year)8 15,4 18,5 18,0 12,3 12,1 11,1 9,4 8,3 

18. Long-term interest rate9 7.0 14,2 20,9 18,0 15,0 14,3 11,7 11,3 12,1 

I 1961-86: Euroslat and Comm1ss1on services 
1987-89: Econom1c forecasts. September October 1988. 
At constant prices 

I At current prices. 

' GDP at constant market pnccs per person employed. 
< GDP dcOator 

' Percentage of 1.·1vtlian labour force. 
) Percentage of GDP. 
" M2N 

' Lc,..d:i. 
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D. Country situations, prospects and policies 

Luxembourg 

The restructuring of the Luxembourg economy 
has slightly reduced its dependence on inter­
national market conditions for steel, but never­
theless economic policy still has limited room 
for manreuvre 

The restructuring of the Luxembourg economy which began 
some I O years ago has reduced the steel industry's relative 
importance; it has permitted the diversification of the econ­
omic structure by means of the more rapid establishment of 
foreign firms and the development of financial and other 
services. 

The increase in economic activity, underpinned by the buoy­
ancy of exports, remained in 1988 close to the Community 
average, despite a certain slowdown in domestic demand. 
The pace of growth of GDP should decline only marginally 
in 1989: the increase of exports, in particular of steel, should 
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slow down, but private consumption, sustained by a signifi­
cant rise in wages will probably be rather buoyant. 

The absence of a domestic market of any size makes the 
Luxembourg economy heavily dependent on developments 
in the international environment. Overall growth and the 
increase in employment will therefore hinge on the way in 
which activity develops in the neighbouring countries. The 
pursuit of a prudent economic policy, with the aim of diver­
sifying structures and safeguarding the competitiveness, 
should enable Luxembourg to maintain a growth rate close 
to that of the Community as a whole without disturbing 
existing equilibria. 

A continuing policy of diversification of economic structures 
should also prevent the replacement of the steel industry by 
the financial sector as the dominant one. Because of the 
importance of small and medium-sized enterprises, it is diffi­
cult to intensify scientific research activities on an individual 
basis; this is why a development of centres of technology, 
as provided for by a recent law, is very important. The 
introduction of new technologies as part of the restructuring 
process will require increased efforts to improve skills and 
vocational training. 



Luxembourg 

Table D9 
,J 

Main economic aggregates 1961-891 l': 
. ~ : c· .L 

Luxembourg 
( annual % change unless otherwise slated) 

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

I. Gross domestic product 
,.. ..... ,:. ··' 

- At current prices 8,7 8,0 12,1 10,0 12,5 7,3 5,5 3,5 5,1 5,2 
- At constant prices 4,2 1,2 1,5 3,0 6,5 3,8 2,9 2,4 2,9 2,4 
- Price dellator ·4,3 6,7 10,4 6,9 5,6 3,4 2,6 1,1 2,2 2,7 

2. Gross fixed capital formation2 
-Total 5,1 -1,1 0,4 -10,9 -2,3 -3,7 15,8 16,4 -6,3 1,7 
- Construction -1,4 -1,3 -12,9 -5,3 0,0 7,7 4,6 5,2 1,9 
-Equipment 1,3 0,6 -9,2 0,8 4,0 7,9 3,9 -1,4 1,5 

3. Share of gross fixed capital formation in GDP(3) 
-Total 26,4 25,4 25,2 21,6 19,6 18,l 20,7 23,8 21,8 21,8 
- General government 6,4 6,7 6,0 4,9 4,7 4,9 5,0 4,9 5,0 
- Other sectors 19,0 18,5 15,6 14,7 13,4 15,8 18,9 16,9 16,8 

4. Final national uses 4i - At constant prices 1,8 0,7 0,3 4,1 0,7 -0,9 6,1 0,6 2,5 
- Relative against 19 competitors 
- Relative against other member countries 

5. Inflation 
(Price dellator private consumption) 3,0 7,5 10,8 8,9 5,5 5,2 0,6 0,6 1,4 2,2 

6. Compensation per employee 
-Nominal 7,4 10,7 6,9 6,9 7,1 3,8 5,0 3,9 3,4 5,0 
- Real, dellator private consumption 4,2 2,9 -3,5 -1,9 1,5 -1,4 4,3 3,3 1,9 2,8 
- Real, dellator GDP 2,9 3,7 -3,1 0,1 1,4 0,3 2,4 2,8 1,2 2,2 

7. Productivity4 3,·1 0,6 1,8 3,3 5,9 2,4 0,3 -0,4 0,9 0,9 
8. Real unit labour costsS 

- Index: 1961-73 = 100 100,0 117,4 115,7 112,l 107,4 105,2 107,5 110,9 111,2 112,7 
- Annual % change -0,2 3,1 -4,8 -3,1 -4,2 -2,0 2,1 3,2 0,3 1,3 

9. Profitability (Index: 1961-73 = 100) 
10. Relative unit labour costs in common currency 

- Against 19 competitors 
- Against other member countries 

11. Employment 1,1 0,6 -0,3 -0,3 0,6 1,4 2,6 2,7 1,9 1,6 
12. Unemployment rate6 0,0 0,5 1,3 1,6 1,8 1,7 1,4 1,6 1,4 1,3 
13. Current balance7 6,8 21,4 35,2 39,6 39,5 43,3 46,1 38,0 38,6 36,4 
14. Net lending of general government7 1,4 -1,2 1,6 2,9 5,8 6,0 5,2 5,3 6,2 
15. Gross debt of general government7 15,7 14,5 14,8 14,8 14,4 14,7 14,9 14,7 13,0 
16. Interest payments by general government7 0,9 1,0 1,1 1,2 1,3 1,3 1,4 1,2 1,1 
17. Money supply (end of year) 
18. Long-term interest rates 0,5 7,2 10,3 9,8 10,3 9,5 8,7 8,0 0,0 

I 1961-86: Eurostat and Commission services. 
1987-89: Economic forecasts. September/October 1988. 
At constant prices. 
At current prices. 
GDP at constant market prices per person employed. 
GDP deflator . 

• Percentage or civilian labour force. 
7 Percentage of GDP. 
I Levels. 
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D. Country situations, prospects and policies 

The Netherlands 

The adjustment of economic structures is con­
tinuing and growth is again approaching the 
Community average 

As a result of the shift in economic policy since the autumn 
of 1982, a number of imbalances (including the imbalance 
in the public finance situation) have gradually been reduced, 
the level of investment and employment has been raised and 
the GDP growth rate is again approaching that of the 
Community partner countries. 

During 1988 and 1989, the Dutch economy is continuing 
the restructuring process while taking full advantage of the 
renewed buoyancy of the world economy in general and of 
intra-Community trade in particular. In 1988, the acceler­
ation of export demand and the large increase in investment 
are compensating for a slowdown in private consumption, 
which is partly due to the effects of a more moderate growth 
of real disposable income. The GDP growth rate could 
exceed 2 % in real terms, and should accelerate slightly in 
1989. 

The central government budget deficit is being reduced in 
line with the forecasts of the government programme and 
the borrowing requirement will fall to 6,7 % of NNI (net 
national income) in 1988 and to 6,0 % in 1989. 1 Due to 
higher-than-expected tax revenues, the government is able 
to reduce tax rates in 1988 and 1989 despite the fact that 
the level of expenditure forecast in the multiannual pro­
gramme will somewhat overshoot. The target set in the 
government declaration with respect to the overall tax bur­
den is, therefore, likely to be achieved. However, the progress 
made on the unemployment rate is distinctly less rapid than 
forecast, despite sustained employment growth. 

1 6,1 % and 5,4 % of GDP respectively. 
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The emphasis on consolidation should continue 
beyond 1989 in order to guarantee balanced 
growth in the medium term 

Efforts to reduce rigidities in the operation of the labour 
market and to make the system of production more flexible 
will have to be continued beyond 1989, in order to make it 
easier to adjust to the new conditions of competition in the 
context of the single European market. This presupposes, 
inter alia, that the budget deficit will be further reduced, a 
condition necessary to stop the growth of the public debt as 
a proportion of GDP, and that tax rates will be brought 
more into line with those of other EEC countries. 

Better control of budget expenditure by limiting government 
intervention and its cost should open the way to tax reform 
which, from 1990, should considerably simplify the taxation 
system. In the meantime, care must be taken to ensure that 
the higher-than-expected tax revenues now being recorded 
do not give rise to excessive overshooting of the expenditure 
forecast in the multiannual programme. In this respect, the 
reduction of VAT rates, whose purpose it is to maintain 
purchasing power and to contribute to the harmonization 
of taxation envisaged in connection with the establishment 
of the internal market at the end of 1992, can be seen as a 
positive measure. Certain other measures are also positive, 
in particular those which aim to reduce public authority 
spending on sickness and invalidity insurance and the hous­
ing market. 

So far, only modest gains have been made in reducing 
unemployment: the fight against unemployment will have 
to be continued chiefly by raising the investment rate, main­
taining wage moderation and by selective measures to bring 
certain categories of unemployed persons back into the 
productive process more quickly. 



The Netherlands 

Table D10 

Main economic aggregates 1961-891 

The Netherlands 
( annual % change unless otherwise slated) 

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

I. Gross domestic product 
- At current prices 11,2 9,1 4,5 3,3 5,0 4,1 3,1 0,4 2,4 3,8 
- At constant prices 4,8 2,0 -1,4 1,4 3,2 2,3 2,4 1,5 2,2 2,3 
- Price deflator 6,0 6,9 6,0 1,9 1,8 1,7 0,7 -1,0 0,3 1,5 

2. Gross fixed capital formation2 
-Total 5,3 -1,6 -4,1 2,1 5,4 5,2 7,2 1,6 3,3 2,9 
- Construction -1,9 -6,6 -3,4 4,1 -3,5 4,1 2,9 4,9 0,3 
- Equipment -0,2 -0,l 10,l 9,4 17,4 9,8 0,1 1,4 6,1 

3. Share of gross fixed capital formation in GDP3 

-Total 25,l 20,8 18,2 18,2 18,6 19,0 19,6 19,8 20,3 20,4 
- General government 3,4 2,9 2,7 2,8 2,6 2,4 2,3 2,3 2,2 
- Other sectors 17,3 15,3 15,6 15,8 16,3 17,2 17,4 18,0 18,2 

4. Final national uses incl. stocks 
- At constant prices 4,9 1,5 -0,9 1,5 1,7 2,5 3,9 2,2 1,9 1,9 
- Relative against 19 competitors 0,1 -0,2 -1,0 0,0 -1,2 0,1 0,2 -1,3 -1,9 -0,7 
- Relative against other member countries 0,2 -0,1 -1,3 0,4 -0,3 0,5 0,2 -1,3 -1,9 -0,8 

5. Inflation 
(Price deflator private consumption) 5,0 7,1 5,3 2,7 2,0 2,5 0,2 -0,4 0,9 1,4 

6. Compensation per employee 
-Nominal 11,4 8,7 5,8 3,2 0,2 1,4 1,6 1,3 1,9 1,0 
- Real, deflator private consumption 6,0 1,6 0,5 0,4 -1,7 -1,1 1,4 1,6 1,0 -0,3 
- Real, deflator GDP 5,0 1,7 -0,3 1,3 -1,6 -0,3 0,8 2,3 1,6 -0,4 

7. Productivity4 3,9 1,9 1,1 3,4 3,2 1,0 0,6 0,3 1,3 1,4 
8. Real unit labour costs5 

- Index: 1961-73 = 100 100,0 105,4 101,1 99,1 94,5 93,3 93,5 95,4 95,7 94,0 
- Annual % change 1,0 -0,2 -1,3 -2,0 -4,6 -1,3 0,2 2,0 0,3 -1,8 

9. Profitability (Index: 1961-73 = 100) 
I 0. Relative unit labour costs in common currency 

• Against 19 competitors 
- Index: 1961-73 = 100 100,0 122,7 113,7 110,7 102,3 99,3 104,4 107,8 105,4 
- Annual % change 2,9 -0,7 2,8 -2,6 -7,6 -3,0 5,2 3,2 -2,2 
• Against other member countries 
- Index: 1961-73 = 100 100,0 120,5 114,4 112,8 106,2 103,3 106,1 107,6 105,9 
- Annual % change 2,7 -0,6 4,5 -1,4 -5,8 -2,8 2,7 1,4 -1,6 

11. Employment 0,9 0,1 -2,5 -1,9 -0,1 1,3 1,8 1,2 0,9 0,9 
12. Unemployment rate6 1,3 5,7 11,8 14,2 14,5 13,3 12,l 11,5 11,3 10,9 

13. Current balance7 0,5 1,0 3,2 3,1 4,2 4,3 2,8 1,7 1,6 1,8 
14. Net lending of general government7 -2,9 -7,0 -6,3 -6,2 . -4,7 -6,0 -6,3 -5,2 -4,6 
15. Gross debt of general government 7 42,8 55,6 62,0 66,l 69,6 71,l 75,0 79,4 82,2 
16. Interest payments by general government7 3,3 5,2 5,7 6,0 6,3 6,4 6,4 6,6 6,5 
17. Money supply (end ofyear)S 10,3 9,1 7,6 10,4 7,6 11,1 5,1 5,4 
18. Long-term interest rate9 5,9 9,7 10,5 8,8 8,6 7,3 6,4 6,4 6,5 

I 1961-86: Eurostat and Commission services. 
1987-89: Economic forecasts, September/October 1988. 

2 At constant prices. 
l At current prices. 

GDP at constant market prices per person employed. 
GDP deflater. 
Percentage of civilian labour force. 
Percentage of GDP . 

• M2N . 
• Levels. 
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D. Country situations, prospects and policies 

Portugal 

Strong improvement in the macroeconomic 
performance but insufficient budgetary 
consolidation 

After the phase of strong adjustment from 1982 to 1985 
(during which the current external account shifted from a 
huge deficit to a surplus), the Portuguese economy has been 
expanding at a faster rate than recorded by other Member 
States. The growth of real per capita income has resumed, 
not least due to the substantial terms-of-trade gains resulting 
from the oil price decline, and business investment has 
staged a strong recovery, stimulated by the improvement 
of business sentiment and economic prospects following 
adhesion to the Community and a more stability-oriented 
economic policy. Moreover, the rate of increase in consumer 
prices which, as late as 1984, reached almost 30 % has been 
brought into single digit figures. However, the consolidation 
of the public finances has been insufficient to halt the rise 
in the public debt/GDP ratio, and the further slowdown of 
inflation, aimed at by the authorities, has proved dinicult 
to achieve. 

The expansion of activity would seem likely to slow down 
by only a little in 1989: domestic demand is set to grow at 
a fast rate and while imports will rise strongly in response, 
the increase in domestic output is expected to remain high. 
There may be a further rise in employment but hardly 
more than necessary to absorb the rise in the labour force. 
Unemployment may show a small decline. The current exter­
nal account is expected to fall into deficit to the tune of 
some I Y, % of GDP. 

82 

The main task: further budget consolidation 
and disinflation 

The current rate of increase in consumer prices is consider­
ably above the EC average and a pronounced slowdown 
during the remainder of 1988 and 1989 is a high priority 
target of the government. Such a slowdown is all the more 
important since a significant reduction of the inflation differ­
ential is to be seen as the main condition for a successful 
completion of the integration of Portugal into the Com­
munity and notably its eventual participation in the EMS. 

For the rate of inflation to slow down in line with official 
intentions, a deceleration of the still excessively high in­
creases in per capita wages is clearly necessary. It would, 
however, also seem essential that budgetary and monetary 
policy be used more actively to fight against inflation. A 
significant reduction of the general government borrowing 
requirement would, in fact, serve not only to dampen the 
rise in public debt, but also to reduce the level of monetary 
financing thereby helping to keep real interest rates down. 
A resumption of the process of budget consolidation is also 
required to make room for the rise in budgetary resources 
needed to match the substantial increase in transfers from 
the Community's structural Funds over the next few years. 
In this way, the additional financial resources would not 
cause new inflationary pressures in the economy. 

However, the acceleration of the catching-up process will 
also depend strongly upon the ability of the Portuguese 
economy to adapt its structures and institutions to the 
changing conditions within the internal market. This will 
require not only further progress with respect to privatiza­
tion and implementation of the already approved tax reform, 
but also strong measures to improve the quality, skills and 
education of the labour force and to increase the flexibility 
of the labour market. 



Portugal 

Table Dll 

Main economic aggregates 1961-891 

Portugal 
(annual% change unless otherwise stated) 

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

I. Gross domestic product 
- At current prices 11,l 23,2 23,3 24,4 21,9 25,7 23,0 17,3 15,0 11,8 
- At constant prices 6,9 3,0 2,4 -0,3 -1,6 3,3 4,3 4,6 4,0 3,6 
- Price deflator 4,0 19,6 20,4 24,8 23,9 21,7 17,9 12,1 10,5 8,0 

2. Gross fixed capital formation2 
-Total 7,8 1,4 2,9 -7,5 -18,0 -3,0 9,5 19,6 12,8 11,0 
- Construction 0,0 0,0 0,0 0,0 0,0 0,0 10,5 10,0 10,0 
-Equipment 0,0 0,0 0,0 0,0 0,0 16,0 30,0 15,5 12,0 

3. Share of gross fixed capital formation in GDP3 

-Total 24,I 27,2 31,1 29,2 23,9 21,7 21,6 24,3 26,4 28,2 
- General government 1,0 3,4 3,1 2,6 2,5 2,6 2,7 2,7 2,9 
- Other sectors 26,1 27,7 26,1 21,3 19,3 19,0 21,6 23,6 25,2 

4. Final national uses incl. stocks 
- At constant prices 7,5 2,8 2,7 -7,4 -6,6 0,8 8,4 9,5 6,3 5,5 
- Relative against 19 competitors 2,7 1,1 2,3 -9,l -9,5 -1,9 4,3 6,9 2,9 3,1 
- Relative against other member countries 2,9 1,4 2,0 -8,6 -8,4 -1,4 4,4 6,9 2,9 3,0 

5. Inflation 
(Price deflator private consumption) 3,4 21,9 20,6 25,3 27,8 19,0 12,0 10,2 9,4 7,0 

6. Compensation per employee 
-Nominal 12,0 24,5 19,8 18,7 18,9 22,4 17,0 13,9 11,0 10,0 
- Real, deflator private consumption 8,3 2,2 -0,6 -5,2 -7,0 2,8 4,5 3,3 1,5 2,8 
- Real, deflator GDP 7,7 4,1 -0,5 -4,8 -4,0 0,6 -0,7 1,6 0,5 1,8 

7. Productivity4 7,4 2,7 2,8 -4,4 -0,1 3,6 4,3 1,8 2,3 2,7 
8. Real unit labour costs5 

- Index: 1961-73 = 100 100,0 123,9 112,6 112,0 107,7 104,5 99,5 99,3 97,5 96,7 
- Annual % change 0,3 1,4 -3,2 -0,5 -3,9 -2,9 -4,8 -0,2 -1,8 -0,8 

9. Profitability (Index: 1961-73 = 100) 
10. Relative unit labour costs in common currency 

• Against 19 competitors 
- Index: 1961-73 = 100 100,0 108,3 ,I 83,3 79,3 80,0 80,0 80,8 81,4 
- Annual % change -0,3 -1,1 -5,5 -6,5 -4,8 0,9 0,0 1,0 0,8 
• Against other member countries 
- Index: 1961-73 = 100 100,0 104,9 88,l 83,6 81,7 82,7 80,4 79,5 80,7 
- Annual % change -0,8 -1,1 -3,6 -5,1 -2,4 1,3 -2,8 -1,0 1,5 

11. Employment -0,5 0,4 -0,4 4,3 -1,5 -0,3 0,0 2,7 1,7 0,9 
12. Unemployment rate6 0,0 5,1 5,7 5,6 8,6 8,7 8,7 7,2 6,5 6,4 
13. Current balance7 0,4 -6,8 -13,5 -8,3 -3,0 1,7 3,9 1,8 -0,1 -1,7 
14. Net lending of general government7 -0,4 -10,4 -9,1 -12,0 -10,I -7,8 -8,4 -8,1 -7,8 
15. Gross debt of general government 7 10,4 50,0 56,0 61,4 60,7 63,6 67,6 78,5 83,5 
16. Interest payments by general government7 1,0 5,5 6,4 7,1 7.9 9,3 8,0 8,2 7,9 
17. Money supply (end of year)8 9,9 21,6 24,6 16,3 24,5 29,8 25,8 16,8 
18. Long-term interest rate9 0,0 0,0 0,0 0,0 0,0 25,4 17,9 15,4 14,0 

I 1961·86: Eurostat and Commission services. 
1987-89: Economic forecasts, September/October 1988. 

2 At constant prices. 
' At cumnt prices. 

GDP at constant market prices per person employed. 
GDP denator. 

6 Percentage of civilian labour force. 
7 Percentage of GDP . 
• L·. 
9 Levels. 
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D. Country situations, prospects and policies 

United Kingdom 

Continued strong growth but signs of 
overheating 

The United Kingdom economy has been growing at an 
annual rate of over 3 % for seven consecutive years. Its 
recent performance has exceeded expectations, with real 
GDP growth of almost 4 % likely this year. Unemployment, 
now at a rate close to 8 Y, %, has declined continuously 
since mid-1986 and labour market conditions have tightened 
appreciably. The construction sector is booming. Business 
investment has picked up sharply, in a lagged response to 
the steep increase in profitability. 

However, the pace of growth has caused fears of overheat­
ing. Capacity utilization has reached a high level. The fast 
rate of growth reflects the coincidence of an investment 
surge with continuing buoyancy of private consumption, 
which has been fuelled by strong growth in real earnings, a 
rapid expansion in credit and cuts in personal income tax. 
The 12-month rate of increase in the retail price index has 
edged upwards from its 3-4 % range in 1987 towards 6 % 
in the latter part of 1988. Demand has outstripped the 
economy's immediate capacity to respond and has increas­
ingly spilled over into imports, the growth of exports has 
slowed this year and the deficit on the current account of 
the balance of payments has widened rapidly. 

An improving supply-side performance, but 
little progress on disinflation 

Although growth has been unsustainably fast over the past 
year or so, the underlying economic performance of the 
United Kingdom in many respects now compares favourably 
both with earlier experience and with other member 
countries. That structural adjustment policies have progres­
sed much further in the UK is evident not only in the rapid 
catching-up in manufacturing productivity towards best 
Community levels, but also in the job-creating capacity of 
the economy. Since 1983, employment has increased by over 
1 Y, % per year, though appreciable regional disparities 
still persist. Corporate profitability has steadily improved. 
Moreover, through effective control of expenditure the pub­
lic accounts have moved into surplus and a good deal of 
progress has been made in the field of tax reform. In particu­
lar, there has been a considerable simplification of the per­
sonal income tax system, with now only two much-reduced 
tax rates of 25 and 40 %. 
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The fast growth of demand has meant that progress on 
curbing inflation has been disappointing during the last five 
years. Annual growth in average earnings, having remained 
stubbornly close to 7 Y, % since 1983, accelerated to 9 % 
by mid-1988 (explained partly by more overtime working, 
bonus payments and a catching-up in public-sector wages). 
Productivity gains have so far offset the effects of earnings 
growth, especially in manufacturing; but these gains are 
partly cyclically related and will thus taper off when output 
growth slows, so that unless wage increases slow correspond­
ingly they will increasingly spill over into costs and pril:es. 
The rigidity of the wage formation process, with its impli­
cations for inflation and competitiveness, remains one of the 
key problems for the UK economy. 

Will the present policy mix put sufficient 
downward pressure on inflation? 

Over the medium term, some of the imbalances in the econ­
omy will be self-righting. The sharp pick-up in business 
investment implies a considerable increase in the supply 
potential of the economy. As corporate profits rise less 
quickly, firms may no longer be prepared to concede such 
high wage increases. In addition, personal saving can be 
expected to recover as higher interest rates and a cooling in 
financial and real asset markets lessen the willingness to take 
on additional debt. Nevertheless, it remains to be seen how 
strong an effect these factors will have on inflation and the 
current-account deficit. 

This raises the question of how best to use the margin 
available for fiscal manreuvre. In particular, caution is desir­
able in phasing in the further reductions in the basic rate of 
income tax to which the government is committed. To avoid 
too rapid an expansion of private consumption and to con­
tain inflationary pressures it may be necessary to continue 
a public-sector surplus for several years. Part of the fiscal 
margin could be used in ways which would further improve 
supply-side potential but with less direct impact on private 
consumption and imports, for example by reducing the cost 
to employers of taking on additional labour and increasing 
the post-tax return on investment. 

Although there was some overall tightening of monetary 
policy in the early part of 1988, interest rates were reduced 
as sterling was subject to strong upward pressure, partly 
speculative. Since June, interest rates have risen by 4 Y, 
percentage points in total, marking a further substantial 



tightening of policy. This will help keep inflationary press­
ures in check. The recent rises in interest rates have been 
accompanied by relative stability in sterling, though at 
higher rates against other European currencies than at the 
beginning of the year. Over the medium term, a tight fiscal 

United Kingdom 

policy stance should enable monetary growth to be re­
strained without the use of very high interest rates, the 
persistence of which could damage investment. Monetary 
policy should also be consistent with the aim of greater 
exchange-rate stability. 
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D. Country situations, prospects and policies 

Table D12 

Main economic aggregates 1961-891 

United Kingdom 
(annual% ~hange unless otherM·ise stated) 

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

I. Gross domestic product 
- At current prices 8,4 16,7 8,7 8,9 6,4 9,9 6,6 9,4 9,7 8,4 
- At constant prices 3,1 0,7 1,1 3,5 2,0 3,7 2,9 4,3 3,8 2,6 
- Price deflator 5,1 15,9 7,6 5,2 4,2 6,0 3,5 4,9 5,6 5,7 

2. Gross fixed capital formation2 
-Total 4,6 - l,8 5,2 5,2 8,2 3,l 0,3 5,5 9,6 6,3 
- Construction -3,2 8,3 5,3 7,0 -2,9 4,4 4,2 9,8 5,8 
- Equipment 0,1 1,5 4,9 9,6 9,9 -3,9 6,9 9,3 6,9 

3. Share of gross fixed capital formation in GDP3 
-Total 18,5 18,8 16,2 16,2 17,3 17,2 17,2 17,4 18,4 19,1 
- General government 3,4 1,6 2,0 2,1 2,0 1,8 1,5 1,6 1,6 
- Other sectors 15,4 14,6 14,2 15,2 15,3 15,4 15,9 16,8 17,5 

4. Final national uses incl. stocks 
- At constant prices 3,2 0,1 2,2 4,5 2,7 2,9 3,8 4,3 5,3 3,5 
- Relative against 19 competitors -2,0 -1,9 2,4 2,7 -0,9 0,2 0,0 1,5 3,0 0,9 
- Relative against other member countries -1,9 -1,7 2,0 4,1 0,9 0,9 0,0 1,7 3,3 0,8 

5. Inflation 
(Price deflator private consumption) 4,8 15,1 8,6 5,0 4,8 5,2 3,6 3,8 4,4 4,7 

6. Compensation per employee 
-Nominal 8,3 17,1 8,4 8,7 5,3 6,7 7,3 7,0 7,5 7,8 
- Real, deflator private consumption 3,3 1,7 -0,2 3,5 0,5 1,4 3,6 3,0 3,0 2,9 
- Real, deflator GDP 3,0 1,0 0,8 3,3 l,l 0,7 3,7 2,0 1,9 2,0 

7. Productivity4 2,9 1,1 2,9 4,8 0,l 2,1 2,5 2,6 1,9 l,6 

8. Real unit labour costs5 
- Index: 1961-73 = 100 100,0 103,0 99,0 97,6 98,5 97,1 98,2 97,6 97,6 98,0 
- Annual % change 0,2 -0,1 -2,1 -l,4 0,9 -l,4 1,1 -0,6 0,0 0,4 

9. Profitability (Index: 1961-73 = 100) 
10. Relative unit labour costs in common currency 

• Against 19 competitors 
- Index: 1961-73 = 100 100,0 90,3 105,5 97,5 95,0 95,7 90,0 90,5 98,1 
- Annual % change -1,9 3,8 -6,5 -7,6 -2,6 0,8 -6,0 0,5 8,5 
• Against other member countries 
- Index: 1961-73 = 100 100,0 83,7 105,3 99,3 100,7 102,0 ,8 86,6 95,8 
- Annual % change -2,9 4,3 -3,6 -5,7 1,4 1,3 -12,0 -3,6 10,7 

11. Employment 0,3 -0,4 -1,8 -1,2 1,9 1,6 0,4 1,7 1,9 1,0 

12. Unemployment rate6 2,1 5,1 10,6 l 1,6 11,8 12,0 12,0 10,6 8,6 7,2 

13. Current balance7 -0,1 -0,5 l,3 0,8 -0,3 0,5 -0,8 -0,6 -3,l -3,3 

14. Net lending of general government7 -3,7 -2,5 -3,3 -3,9 -2,7 -2,4 -1,4 -0,3 -0,l 

15. Gross debt of general government7 55,8 57,4 57,1 58,4 57,2 56,1 53,2 49,3 46,l 

16. Interest payments by general government7 4,4 5,0 4,7 ~ 4,9 4,9 4,6 4,3 3,9 3,6 

17. Money supply (end of year)B 9,5 12,1 8,9 10,4 10,0 13,4 18,9 22,5 
18. Longcterm interest rate9 7,6 13,9 12,7 10,8 10,7 10,6 9,8 9,5 9,5 

I 1961-86: Eurostat and Commission services. 
1987-89: Economic forecasts. September/October 1988. 
At constant prices. 

) At current prices. 
GDP at constant market prices per person employed. 
GDP dcnator . 

• Percentage or civilian labour force. 

' Percentage or GDP. 

' M3 . 
• Levels. 
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Report on the meeting of the working group 'Macroeconomics' of the social 
dialogue at Community level, 6 December 1988 

In its last meeting of the year, the working group 'Macro­
economics' had decided to discuss three topics : the Com­
mission's Annual Economic Report for 1988-89, the determi­
nants of investment, and wage differentials in the Com­
munity . 

After a summary of key elements of the Annual Economic 
Report by Commissioner Peter Schmidhuber, representa­
tives of the ETUC (European Trade Union Confederation), 
the Unice (Union of Industrial and Employers' Confeder­
ations of Europe) and the CEEP (European Centre of Public 
Enterprises) engaged in a wide-ranging exchange of views 
on the Annual Economic Report. The three organizations 
expressed their general agreement with the analysis of the 
economic situation in the Community and with the broad 
thrust of the Commission's economic policy as they were 
presented in the Report. In particular the three medium­
term objectives of the economic policy of the Community, 
the complete success of the internal market, the strengthen­
ing of economic and social cohesion and the significant 
and lasting reduction of unemployment by the determined 
implementation of the cooperative growth strategy for more 
employment were endorsed by both sides. These three objec­
tives must and can be attained simultaneously provided 
that the appropriate economic policies are implemented to 
consolidate present trends and to improve them further. The 
three organizations agreed that the joint opinions of the last 
two years had contributed to the adoption and implemen­
tation of the cooperative growth strategy for more employ­
ment. This year however they could not form a joint opinion, 
principally due to a disagreement on some points concerning 
the social dimension of the internal market. 

ETUC speakers emphasized that whereas today the rate of 
growth in the Community was of the order of magnitude 
suggested by the cooperative growth strategy for more em­
ployment, the rates to be expected in the future were still 
below this level. This required additional action by the 
governments, especially in the area of public investment 
where so far no improvements have been forthcoming. In 
addition , the social dimension of the internal market would 
have to be strengthened; in this context they called for social 
dialogue at the sectoral level and within European firms and 
referred to the ETUC declaration of Madrid , which , among 
other things, calls for a legally-backed charter of socia l 
rights, a European right to educational leave, the develop­
ment of economic democracy and a strengthening and adop­
tion of the Commission's draft directives on safety , health 
and hygiene at the workplace. Speakers from the employers' 
organizations emphasized that the cooperative strategy was 
beginning to bear fruit , notably in terms of employment 
creation . It should, therefore, be pursued. In this context, 
the employers stressed the key role of the competitiveness 

of European firms in world markets. They underlined the 
importance of a policy of continued wage moderation and a 
reduction of average charges as preconditions for productive 
investment and improved competitiveness. They agreed that 
within the framework of sound public finances a restructur­
ing of public expenditure towards economically profitable 
public investment should be encouraged. They insisted on 
the need to use the greater margin for budgetary manoeuvre 
which exists in certain countries to reduce taxation and other 
charges on businesses which handicap their international 
competitiveness. In addition, they called for further adapta­
bility of markets and emphasized the need to strengthen 
cooperation between enterprises to promote common re­
search and development efforts. 

In the light of increasing shortages of skilled labour, the 
employers' organizations stressed the importance of pro­
fessional training and retraining suited to the requirements 
of technological development. Such training would facilitate 
employment while, at the same time, reducing inflationary 
pressures and in the context of improved mobility should 
help to deal with the structural changes which are likely to 
be accelerated by the completion of the internal market. 
ETUC agreed with this but pointed out the difficulties con­
cerning the practical implementation of such training meas­
ures. Furthermore, structural adjustment should be ac­
companied by a broadly-based social dialogue. The inertia 
and opposition to the necessary restructuring will be easier 
to overcome if growth is dynamic enough to produce an 
increase in employment and a decline in unemployment. 

Both sides discussed the role of the Annual Economic Report 
with regard to a better coordination of economic policies of 
the Member States and encouraged the Commission in the 
future to make explicit recommendations to individual 
Member States regarding policies which conform to Com­
munity objectives, thereby exerting pressure on them to 
achieve a better convergence of economic performance. They 
expressed their worries about the current account imbal­
ances both worldwide and within the Community, which 
particularly required continued strong or even stronger 
growth of domestic demand in the surplus countries, and 
called for efforts to improve exchange-rate stability inside 
and outside the Community. 

The discussion on investment in the Community was based 
on a working paper prepared by the Commission services. 
There was general satisfaction with the recent strengthening 
of private investment in the Community. Both sides agreed 
that the steady improvement of profitability of capital , basi­
cally due to severa l years of moderate real wage growth and 
stronger demand were the major causes of this strengthening. 
It was encouraging to note that investment was being under-
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taken increasingly to extend capacity and that this had a 
positive impact on employment creation. In order for job­
creating investment to continue it has to be underpinned by 
even more favourable and lasting prospects for demand and 
profitability. The social partners underlined the need for 
additional public investment. Areas mentioned were trans­
port infrastructure (in particular rail links), environment, 
research and development and human capital (i.e. education 
and training). The employers underlined the importance 
of carrying it out within the framework of sound public 
finances. 

There was a strong consensus on the need for infrastructure 
investment of Community interest. The employers stressed 
that Community intervention should be confined to facilitat­
ing (e.g. by carrying out feasibility studies) major transna­
tional projects with a real economic impact on the Com­
munity's production system. The methods of their financing 
should not place a further burden on Member States. The 
ETUC asked the Commission to step up its efforts to facili­
tate the creation and the financing of such investment. 
The ETUC suggested that an 'infra~tructure fund' of the 
Community should be created and that the current Com­
munity budget savings should be used for additional infra­
structure investment. 

The topic of wage differentials and their role in the internal 
market was discussed on the basis of another working paper 
of the Commission services. There was general agreement 
that differences in labour costs (including social security 
charges and other indirect wage costs) between Member 
States have to be seen together with differences in pro­
ductivity levels and that there was no general problem of a 
distortion of competition. There are more factors than wage 
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costs and productivity determining the location of enter­
prises, e.g. product quality, service, training of the workforce 
and the availability and quality of infrastructure. The con­
vergence of these factors will form part of the catching-up 
process of the poorest regions and countries in the Com­
munity. Nevertheless, worries remained for the ETUC that 
due to the completion of the internal market the social 
systems might be used as instruments of competition and 
that the employers would pit the workforce in one Member 
State against the workforces of other Member States. Em­
ployers take the view that European enterprises should not 
compete against each other on grounds of health and safety 
of workers. They therefore support the Commission in set­
ting up a framework of Community legislation to guarantee 
minimum health and safety provisions at the workplace as 
stipulated in Article 118a of the EEC Treaty, which was 
added by the Single European Act. The employers, however, 
do not believe that all other conditions of work and employ­
ment such as, for example, working time, pay or social 
benefits should be harmonized at Community level. Such 
elements are important factors affecting the competitiveness 
of firms both within and outside the Community. 

In general the social partners agreed that their contribution 
to the success of major Community projects is essential. 
They for their part will each continue to contribute to 
the effectiveness of the social dialogue at Community level 
which, moreover, since the adoption of the Single European 
Act, is enshrined in Article 118b of the EEC Treaty. They 
welcomed the initiative of the President of the Commission 
in convening a plenary meeting of the social dialogue at 
Community level on 12 January 1989, which might give an 
opportunity to review for the future the tasks and working 
methods of the social dialogue at Community level. 
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The labour market in the Community 

Summary and conclusions 

Unemployment remains the major challenge facing the Com­
munity. Since I 973, the Community has seen its unemploy­
ment rate more than quadruple and, in spite of some small 
recent improvements, it is still a long way from pre-recession 
unemployment levels. This is in marked contrast with the 
rest of the industrialized world. The favourable demographic 
developments of the 1970s ('baby-boom generation') were 
not accompanied by an expansion of employment in the 
Community. In the medium-term the proportion of the 
population which is not of working age is going to increase. 
This makes an expansion of employment to find a sustain­
able base to share the burden of taxation and social security 
in the Community an even higher priority. The 'employment 
gap' of nearly 16 million unemployed and many million 
potentially active people has to be closed. Employment 
creation in the Community has considerably improved (on 
a per capita basis). It is nevertheless far from sufficient to 
absorb the actual and potential labour supply. Employment 
creation also lags significantly behind the performance of 
other industrialized countries. Between 1983 and I 986 net 
employment creation was dominated by female part-time 
employment in the service sector. The Community is thus 
continuing its transformation into a 'service economy' with 
service-sector employment reaching 60 % . The completion 

Table Al 

Unemployment rates in the Community 

1973 1975 1979 

B 2,8 5,1 8,4 
DK 0,8 5,0 5,8 
D 1,1 4,1 3,3 
GR 
E 2,6 4,1 8,6 
F 1,8 3,9 6,0 
IRL 5,5 8,4 7,4 

4,9 5,3 6,7 
L 0,0 0,2 0,7 
NL 3, 1 5,3 5,5 
p 

UK 2,2 3,6 4,7 
EUR9 2,4 4,3 5,2 
EUR 12 

of the internal market is likely to have a major impact on 
this process as it removes existing significant barriers to 
trade in many service activities. In combination with all the 
efforts to improve supply conditions and demand perspec­
tives in the Community, as they are developed in its Annual 
Economic Report, an expansion of operating hours of equip­
ment combined with a further reduction of individual work­
ing time, which is neutral to the level of costs, would make 
available the significant employment reserves of the existing 
capital stock, would induce additional growth and make 
growth more employment creating. Social partners and 
governments have an important role to play to facilitate the 
reorganization involved. 

1. Unemployment 

Unemployment remains the major economic challenge fa­
cing the Community. In 1986, unemployment reached 
11 ,9% of the (civilian) labour force (16,1 million unem­
ployed), a record level in the history of the European Com­
munity (see Table I). Since then it has declined somewhat 
and may reach 11 % on an annual average in 1989. This 
would still represent twice the level of 1979 and more than 
four times the level of 1973. Medium-term projections which 

(number of unemployed1 as% of civilian labour force , annual averages) 

1982 1986 19872 19882 19892 

13,0 12,6 12,3 11 Y2 11 Y. 
9,3 7,4 7,6 8 Y2 8 Y.. 
6,9 8,1 8,1 8 SY. 
5,8 7,4 7,4 7Y2 7 Y2 

16,4 21 ,0 20,5 20 19:Y. 
8,7 10,7 10,8 10 :Y. 10:Y. 

12,3 18,2 19,2 18 '!. 18Y. 
9,7 13,7 14,0 15 14Y2 
1,3 1,4 1,6 1 Y2 1 Y. 

11 ,8 12,1 11,5 II Y. II 
8,7 7,2 6 Y2 6 Y2 

10,6 12,0 10,6 8 Y, 7 y. 
9,3 11 ,1 10,8 lO Y2 IO Y. 

11,9 11,6 11 Y. 11 

1 Dcfinilion : fo r EU R 9 rcgislerc:d unemployed. SOEC definiti on: for GR. E. P Jabour force surveys. 
2 Est imates uad forecasts o f the Commission services. September/October 1988. 

Sources : SO EC and Commission services; fo r Spain . ·Homogenized series', Ministry o f Finance. 
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extrapolate mechanically the growth trend of the years prior 
to 1988 suggest that the unemployment rate in 1992, I 0 
years after the end of the last recession, will not be much 
below one tenth of the Community labour force . Thus even 
over a long period a serious reduction in large-scale unem­
ployment in the Community appears difficult to achieve. 

In this respect, a marked contrast has developed between 
the unemployment performance of the Community and the 
other industrialized countries (see Graph I). Whereas all 
industrialized countries were affected by the two global 
recessions of 1973-75 and 1979-82, their economic structures 
and economic policies led to three quite different patterns 
in the development of unemployment : 

{i) A first group of industrialized countries succeeded in 
keeping unemployment consistently a t very low levels 
in spite of the recessions (in G raph I this group is 
illustrated by Japan and Sweden; other countries in this 
ca tegory are Austria , Norway and Switze rl and). 
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(ii) A second group saw its unemployment rise strongly 
during the recessions but was able to bounce back 
sufficiently to restore unemployment to pre-recession 
levels within a few years (this is the case of the USA 
and, after 1983, of Australia, see G raph 1; Canada and 
Finland present similar patterns). 

(iii) The European Community has shown neither. Unable 
to keep its unemployment from rising strongly during 
recessions, it has found no way to red uce it quickly 
afterwards. 

Within the Community, most Member States share this 
experience (see Table I) . Only Luxembourg steadily kept its 
unemployment at a very low level. After the first oil shock, 
between 1975 and 1979, only the Federal Republic of Ger­
many and Ireland achieved any reduction in their unemploy­
ment rates. Since 1982, half of the Member Sta tes (Denmark, 
Portugal, the United Kingdom and , to a lesser ex tent, 
Belgium, Spain and the Netherlands) have succeeded in 
reducing unemployment from its peak levels, but even in 
these Member Sta tes unemployment remains fa r above the 
1979 and even higher than the 1973 levels. 

Although overa ll unemployment in the Community is chang­
ing very slowly, there are significant developments in individ­
ual segments of the labour market (see Table 2). Thus, fo r 
example, the rela ti ve position of women remains difficult. 
On the one hand , their unemployment ra te, already higher 
than the male counterpart , continues to increase whereas 
male unemployment has started to decline. Female employ­
ment, on the other hand , is growing fa ster than male employ­
ment. The reason for these contradictory developments is 
the strong and continuous increase in female participa tion, 
which exceeds the speed by which the Community economy 
is providing additional employment. 

Youth unemployment is decreasing quite rapidly due to 
changing demographic trends and specific labour market 
policies ta rgeted at the young unemployed. Still the youth 
unemployment rate remains a t nearly three times the unem­
ployment ra te fo r those 25 yea rs of age and above : more 
than one fifth of the Community labour force below 25 
years of age (nea rl y 6 million young Europea n citizens) is 
unemployed. 

The alarming increase in long-term unemployment, which 
has already been indica ted in last year's Annual Economic 
Report (European Economy, No 34, pp. 33-34), has con­
tinued. Acco rding to the 1986 EC labour force survey, nearly 
53 % of all unemployed in the Community have been con-



Table Al 

Structure of unemployment 
(EUR/2) 

1983 1984 1985 1986 19871 

Specific unemployment2 rates (annual averages in %) 

Total 10,0 10,8 10,9 10,8 10,6 

Men 8,8 9,5 9,5 9,3 8,8 

Women 11,9 12,9 13,0 13,1 13,4 

Under 25 years 23,1 24,1 23,3 22,6 21,7 

Men 21,7 22,5 21,7 20,9 19,4 

Women 24,8 26,1 25,2 24,7 24,4 

Over 25 years 6,7 7,4 7,8 7,9 7,9 

Men 6,1 6,7 7,0 6,9 6,7 

Women 7,8 8,7 9,2 9,6 10,0 

Estimate. 
Unemployment data from the hannonized Community labour force survey. Therefore. rates 
differ from those based on registered unemployed (see Table A I). 

Sourer: SOEC, 'Unemployment in the Community', August 1988. 

tinuously out of work for one year or more (see Table 3a), 
with shares in the Member States differing between nearly 
70 % in Belgium and 30 % in Denmark. As the probability 
of leaving unemployment is reduced as the duration of 
unemployment increases, there is a risk that the Community 
pool of unemployed structurally hardens the longer the spell 
of very high unemployment lasts. This is confirmed by the 
fact that the share of the very long-term unemployed (those 
who have been continuously out of work for two years 
or more) is growing strongly, reaching one third of the 
Community's total unemployed (see Table 3b). It would 
thus seem that an increasing proportion of the unemployed 
no longer forms part of the normal labour market turnover. 
This problem will require special strategies and resources 
targeted to it. The urgency of the measures designed in the 
Community's 'Memorandum on long-term unemployment' 
(COM(87) 231) and the special priority for the use of the 
growing Community structural Funds to combat long-term 
unemployment are underlined by these developments. Based 
on the Council conclusions of I December 1987 (87/C 335/ 
01) on 'Action to combat long-term unemployment', the 
Community has started an 'Action programme to assist the 
long-term unemployed' in the autumn of 1988. 

The labour market in the Community 

Table A3a 

Long-term unemployment1 

( as % of total unemployment) 

1983 1984 1985 1986 

B 64,l 67,1 68,2 69,2 

DK . 32,2 30,9 32,0 26,5 

D 38,4. 43,4 46,9 47,6 

GR 32,3 37,l 43,4 41,8 

E . 52,5, 53,4 56,3 58,4 

F 3~,6 39,1 43,8 44,7 

IRL 3~,2 44,5 62,22 62,92 

I 54,6 60,5 63,6 65,6 

L 32,7 29,3 36,8 29,0 

NL 46,9 56,4 
p 45,2 43,5 48,4 53,4 

UK 44,8 45,5 48,7 46,3 

EUR 12 46,3 48,33 52,1 52,73 

Table A3b 

Very Jong-term unemployment4 

( as % of Iola/ unemploymenl) 

1983 1984 1985 1986 

B 41,8 44,7 51,5 53,5 
DK 12,3 10,4 13,3 9,6 
D 14,9 20,2 26,7 29,4 
GR 11,7 14,3 19,5 17,6 
E 37,3 
F 17,7 19,3 21,8 24,0 
IRL 19,7 41,1 2 42,62 

28,0 34,6 38,1 41,3 
L 14,4 15,9 13,8 13,0 
NL 22,3 35,7 
p 32,7 
UK 24,8 29,2 33,2 31,7 

EUR 12 22,35 26,06 30,95 33,23 

Continuously unemployed for one year or more. 
The change of format of the question in 1985 appears to have affected the response. 

3 Estimate. 
Continuously unemployed for two years or more. 
EUR 10, excluding Spain and Portugal. 

6 EUR 9, excluding Spain, Portugal and the Netherlands. 

Sources: COM(87) 231 final and SOEC. on the basis of the EC labour force survey; Spain and 
Portugal 1983-85: national surveys. 
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An examination of the previous labour market status of 
the unemployed, provided by the EC labour force survey, 
indicates that, in 1986, 28 % had been inactive in the period 
immediately prior to unemployment (see Table 4), a share 
which has been growing in recent years. Whereas women 
are more strongly represented in this group than men, it also 
reflects a growing number of formerly discouraged males 
once again taking up their search for employment. 25 % of 
the Community's unemployed are looking for a first job, a 
share which differs widely, for example between Denmark 
(3 %) and Italy (62 %), with high shares also recorded in 
Greece (44 %), Spain (41 %) and Portugal (31 %). Thus 
more than half of the Community's unemployed are new 
entrants or re-entrants to the labour market. These shares 
reflect the extent to which labour markets are structured in 
such a way as to protect those already in the employment 
system as compared to new entrants. 

Table A4 

Categories of unemployed - 1986 
(% of total um-n1p/oy,:d) 

Lost job Left job Seeking After Total 
lirst job inactivily unemployed 

B 26 38 17 19 100 
DK 51 20 3 26 100 
D 34 32 9 25 100 
GR 30 12 44 14 100 
E 41 100 
F 41 19 15 25 100 
IRL 33 29 19 19 100 
I 8 3 62 27 100 
L 27 22 29 22 100 
NL' 29 29 24 18 100 
p 19 12 31 38 100 
UK 24 28 12 36 100 

EUR 262 21 2 253 282 100 

I 1985. 
2 Estimate for EUR 11, excluding Spain. 
) Estimate for EUR 12. 

Source: EC labour force survey. 1986. 

2. Actual and potential labour supply 

Between 1973 and 1988, the total population of the Com­
munity grew by nearly 5 % (from 309 to 324 million), a 
population growth much smaller than in Japan (13 %) or in 
the United States (16 %). 
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At the same time, the composition of total population also 
changed (see Graph 2): 

(a) In 1973, 63 % of total population were of working age 
(between 15 and 64), by 1988 this share had increased 
to 67 %; with the 'baby-boom' generations entering the 
labour market and the comparatively small 'war gener­
ations' moving into retirement, the population of work­
ing age (15-64) has grown by 12 % since 1973 (Japan 
14 %, USA 22 %), which is more than twice the expan­
sion of total population. 

(b) During the same period, however, participation rates 
decreased. In 1988, 23 % of the total population were 
not economically active even though they were of work­
ing age, compared to 21 % in 1973. 

(c) Less than I % of the total population was unemployed 
in 1973. This 'employment gap' widened to 5 % by 1988. 

(d) The share of those employed and creating income in the 
Community has, however, remained virtually unchanged 
( 41 % in 1973 compared to 40 % of total population in 
1988). 

Thus, in 1988, for every person employed there are 1,5 
persons who are either not of working age or inactive or 
unemployed (a dependency ratio of 1,5). It is particularly 
discomforting that the dependency ratio has not been re­
duced in a period of quite favourable development in the 
demographic structure of the Community. The temporary 
availability of strong young age-groups has not coincided 
with a broadening of the employment base in the Com­
munity: only inactivity and unemployment have expanded. 
The high rate of youth unemployment indicates that a con­
siderable part of the young generation has so far not found 
access to the Community labour market. 

These changes in the size and composition of the Com­
munity's population have important implications for the 
actual (and potential) labour supply in the Community. 

Between 1973 and 1988, actual labour supply in the Com­
munity has grown significantly. The labour force (employed 
and unemployed) increased by 11 %, i.e. nearly 15 million, 
between 1973 and 1988 (see Table 5). In Japan over the 
same period, the labour force grew by 14 % and by as much 
as 34 % in the USA. 

There are two main elements in the determination of the 
labour supply: 

(i) demography and migration, which determine the size 
of total population and the share of those at the right 
age to be economically active ('population of working 
age'); 



(ii) the willingness of those in the population of working 
age to actually seek employment, which is measured by 
the participation rate. 

Graph 3 illustrates the changing role of the two elements in 
the past. In the 1970s and early 1980s, a declining partici­
pation rate provided some counterbalance to the strong 
increase in the population of working age. Today, growing 
participation contributes to the growth in the labour force . 
As the population of working age can be expected to stagnate 
soon or even decline, the development of participation rates 
will increasingly determine labour supply perspectives. 

Examining these elements in more detail, it should first 
be noticed that population growth in the Community is 

The labour market in the Community 

gradually coming to a halt (see Table 6). In live Member 
States, the population is no longer growing or is even slightly 
decreasing while in the others population growth is signifi­
cantly lower today than it was in the 1970s. 

The evolution of the population of working age (see Table 
7) during the 1970s and 1980s reflects considerable demo­
graphic fluctuations. Its annual growth rate reached 1,0 % 
between 1979 and 1982. Since then it has dramatically slowed 
down to 1/4 % per year in the Community. 

Therefore, attention has to turn to the other determinant of 
the labour supply. In the Community, the total participation 
rate declined until 1984, in particular during the I 973-75 
and 1979-82 recessions; it has somewhat recovered since 
then but has not yet regained its 1973 level. 
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Table AS 

Total labour force 
( annual rates of changt, in % ) 

1975 1979 1982 1986 1987 1988 1 1989 1 

1973 1975 1979 1982 

8 1,2 1,0 0,5 0,0 0,0 0 0 
DK 1,4 1,5 0,9 1,3 1,1 l/. y. 
D - 0,6 0,0 0,8 0,4 0,7 Yi '!. 
GR 0,3 1,0 1,9 1,0 - 0,1 1 1 
E 0,1 0,2 0,0 1,1 2,4 2 1 Y, 
F 1,0 1,0 0,8 0,2 0,3 Y, Y, 
IRL 1,8 1,4 1,8 0,2 0,2 - Y, - y. 
I 1,0 1,1 1,4 1,8 0,9 2 y.2 Y, 2 

L 2,1 0,1 0,5 1,1 2,9 1 y. 1 Y, 
NL 0,9 0,6 1,4 0,5 0,6 Y, y, 
p 0,0 1,7 0,4 1,3 1,1 1 '!. 
UK 0,6 0,6 0,1 1,0 0,3 - y. - Y, 
EUR 12 0,5 0,7 0,7 0,9 0,7 Y, Y, 
USA 2,3 2,8 1,63 1,8 4 1,7 1 Y, 1 Y, 
Japan 0,0 1,3 1,33 0,74 1,1 l 1 

I Forecasts. September/October 1988. 
2 Civilian labour force . 
J 1983/79. 
4 1986/83. 
Sourc<·.s: EUR: Commission services. 

USA . Japan: OECD. Enmumic outlook. June 1988. 

100 



The labour market in the Community 

Table A6 

Total population 
( annual rates of change, in % ) 

1975 1979 1982 1986 1987 19881 19891 

1973 1975 1979 1982 

8 0,3 0,1 0,1 0,0 0,0 0 0 
DK 0,4 0,3 0,0 0,0 0,2 0 0 
D -0, 1 -0,2 0,2 -0,2 0,2 Y, Y, 
GR 0,7 1,4 0,8 0,5 0,3 Y, y. 
E 1,0 1,1 0,7 0,4 0,4 Y, Y, 
F 0,6 0,4 0,5 0,4 0,4 Y, Y, 
IRL 1,7 1,5 1,1 0,4 -0, 1 0 0 
I 0,6 0,4 0,2 0,3 0,2 0 0 
L 1,2 0,3 0,2 0,2 0,7 y. y. 
NL 0,8 0,7 0,7 0,4 0,7 Y, Y, 
p 2,2 1,3 0,9 0,7 0,4 y. y. 
UK 0,0 0,0 0, 1 0,2 0,2 0 0 
EUR 12 0,4 0,4 0,3 0,2 0,3 y. Y. 
USA 1,0 1,0 1,1 1,0 1,0 1 1 
Japan 0,2 1,0 0,7 0,6 0,5 Y, Y, 

I Forecasts. September/October 1988. 

Source : Commission services. 

Table A7 

Population of working age (15-64) 
( annual rales of d,ange . in % ) 

1975 1979 1982 1986 1987 19881 1989 1 

1973 1975 1979 1982 

8 0,8 0,7 0,4 0,4 -0,2 0 0 
DK 0,2 0,4 0,6 0,4 0,6 Y, Y, 
D 0,1 0,4 1,4 0,5 -0,2 0 0 
GR 0,7 1,3 1,3 1,0 0,5 Y, Y, 
E 1,0 1,3 1,1 1,2 0,9 '!. '!. 
F 0,7 0,7 1,3 0,8 0,5 Y, Y, 
IRL 1,9 1,7 1,3 0,7 -0,1 0 0 
I 0,7 0,6 0,8 1,2 0,4 y. Y, 
L 1,9 0,5 0,6 0,7 -0, 1 0 0 
NL 1,4 1,4 1,3 1,1 0,9 '!. Y, 
p 2,8 1,2 0,9 1,1 3,9 1 '!. 
UK 0, 1 0,6 0,5 0,5 0,5 Y, y. 
EUR 12 0,6 0,7 1,0 0,8 0,4 Y, y. 
USA 1,7 1,7 1,3 1,0 1,0 I 
Japan 0,1 0,8 0,8 1,0 0,9 1 

I Forecasts. September/October 1988. 

Sauret : Commission services. 
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There are two different factors underlying the changes in 
participation. Firstly, poor labour market conditions have 
discouraged many in the past but this phenomenon should 
gradually disappear in the future as economic conditions 
improve. Secondly there is a continuing trend towards a 
higher level of economic activity by women. Whereas be­
tween 1983 and 1986 the participation rate of males con­
tinued to decline by nearly I %, the female participation 
rate increased by 4 %. 

Differences between total participation rates in Member 
States remain vast; they range from 53 1/2 % in the Nether­
lands to more than 83 % in Denmark. Furthermore, the 
estimated Community participation rate of 64 1/4 % in 1988 
is significantly lower than in other industrialized countries 
(e.g. 72 1/2 % in Japan, 76 % in the USA, 82 1/4 % in 
Sweden and 70 1/4 % in the OECD average'). If the Com-

I OECD, Economic outlook, June 1988. 

Table ASa 

Total participation rates 

1973 1975 1979 

B 63,6 63,9 64,2 
DK 75,8 76,3 79,7 
D 68,8 67,9 66,8 
GR 59,5 59,4 58,5 
E 58,5 2 57,5 2 57,5 
F 67,8 67,7 68,5 
IRL 63,6 62,6 62,4 
I 59,4 59,6 60,9 
L 65,4 2 65,6 2 64,3 2 

NL 57,8 57,2 56,7 
p 71,6 2 68,8 69,8 
UK 73,2 73,8 74,1 
EUR 122 64,5 64,4 64,2 
USA 68,4 72,1 
Japan 71,7 71,8 

I Forecasts. September/October 1988. 
l Estimate. 
J 1983. 
Sources: EUR: SOEC. own calculations; 

USA. Japan: OECD. labour force statistics and Economic outlook. June 1988. 
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munity today had a participation rate equal to the average 
of the industrialized countries, its labour force would be 
about I 3 million larger (see Graph 2, 'potentially active' 
segment of total population in 1988). 

A further potential for labour supply can be seen in the 
underemployment of more than two million part-time em­
ployees (in I 986), who indicate in the EC labour force 
survey that they are in fact seeking full-time employment (see 
Chapter 3.1.). 

These potentials are a mixed blessing: on the one hand, they 
indicate the possibility of a gradual expansion of the labour 
supply by more than 10 %, on the other hand they threaten 
a widening of the 'employment gap' to nearly double its 
present size. 

Employment creation therefore must be centre stage in the 
Community's economic policy. 

( total labour force u.i % of population of M't1rking URI! ( /5-64) 

1982 1986 1987 1988 1 19891 

64,2 63,0 63,1 63 63 y. 
81,9 82,9 83,4 83 Y2 83'/. 
65,6 65,4 66,0 66Y2 67 
61,6 61,8 61,4 61 '!. 62 
56,6 57,0 57,9 58Y, 59 
67,3 65,9 65,7 65'1. 66 
62,9 62,0 2 62,2 2 61 '!. 2 61'!.2 

61,2 63,9 2 64,5 2 65 2 65 2 

64,1 2 67,0 69,0 70Y, 71 Y, 
58,8 53,7 53,7 53Y2 53 1/2 
69,1 67,4 65,6 65Y2 65 1/2 
73,I 74,7 74,6 74 73Y2 
63,7 63,8 64,0 64Y, 64Y. 
73,1 3 74,8 75,6 76 76 
73,03 72,4 72,5 72 1/2 72 Y, 
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Table A8b 

Female participation rates 
(female labour force as % of female population of working oge I 15-64)) 

1970 1975 1979 1982 1985 1986 

B 40,2 44, I 47,4 49,4 50,5 51 ,3 

DK 57,9 62,8 70,2 73,6 76,4 78,2 

D 48,1 49,6 49,6 50,0 50,3 51,1 

GR 32,7 36,4 41,8 

E 32,4 32,3 32,3 33,I 34,0 

F 48,5 51,0 54,5 54,7 54,9 55,3 

IRL 34,1 1 34,7 35,0 36,9 36,8 36,8 

I 34,0 35,4 39,2 40,7 41,8 43,0 

L 33,7 37,9 39,9 

NL 30,5 32,0 34,4 39,4 40,9 41 ,1 
p 48,9 52,8 55,6 55,7 54,5 

UK 50,8 55,3 57,9 57,0 60,3 61,0 

EUR 12 45,3 1 47,0 47,8 1 49,0 1 50,0 1 

USA 51,1 2 58,9 61 ,83 63,8 64,9 

Japan 54,0 2 54,7 57,2 3 57,2 57,4 

Table A8c 

Male participation rates 
( male labour force as % of male popu/a1ion of working age ( 15-64)) 

1970 1975 1979 1982 1985 1986 

B 85,9 83,7 80,8 78,9 76,1 75,2 
DK 91 ,9 89,8 89,1 90,I 90,3 91,4 
D 92,5 87,0 84,5 81,4 80,0 79,8 
GR 90,0 87,6 83,4 
E 92,5 83,0 81,3 78,6 78,I 
F 86,9 84,2 82,3 79,9 76,7 76,3 
IRL 95,4 1 89,9 88,9 88,2 86,0 85,0 
I 86,5 84,5 83,4 82,3 79,9 79,8 
L 88,9 85,4 83,6 
NL 86,7 81,9 83,1 77,7 75,8 75,2 
p 91,6 93,5 83,4 83,2 82,9 
UK 94,3 92,2 92,6 89,1 88,5 88,0 
EUR 12 87,51 84,7 82,8 1 80,8 1 80,4' 
USA 86,22 85,7 84,63 84,6 85,0 
Japan 90,12 89,2 89,1 3 87,8 87,6 

1 Est imate. 
1 197). 
l 1983. 
Sourc~s : SOEC. own calculations; OECD. Employment ou,/ook . September 1988. 
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3. Employment creation 

3.1. The employment performance in the Com-
munity 

Since 1984, allied to the economic upturn, net employment 
creation in per capita terms in the Community has recovered 
(see Table 9). By 1988 the growth in employment has more 
than compensated for the 1980-83 recession losses. Total 
employment is even beginning to exceed the previous peak 
levels of 1974. With an annual net employment creation of 
around I % - which implies a net expansion of Community 
employment by more than I million jobs per year - employ­
ment is now growing at more than double the average rate 
of previous recoveries. 

On the other hand total employment creation in the Com­
munity since 1983 has been less than half of the average of 
the industrialized countries. While experiencing a strong 
employment performance in historical terms the Community 
is thus getting far less new employment out of the current 
recovery than the other industrialized areas. Furthermore, 
as working-time reductions continue and employment ere-

Table A9 

Total employment in the Community 

1973 1975 1979 

1960 1973 1975 

B 0,6 0,0 0,1 
DK 1,1 -0,8 1,2 
D 0,2 -2,1 0,2 
GR -0,5 0,1 1,0 
E 0,8 -0,3 -1,4 

F 0,7 0,0 0,5 
IRL 0,1 0,3 1,6 

-0,4 0.,8 0,8 
L 1,1 2,0 -0,1 

NL 0,9 -0,2 0,5 
p -0,5 -1,1 0,5 
UK 0,3 -0,0 0,3 
EURl2 0,3 -0,4 0,3 
USA 1,9 -0,5 3,6 
Japan 1.3 -0,1 1.0 

I Forecasts. Scptcmbcr,Octobcr 1988. 

Sourn': Commission services. 
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ation is predominantly part-time, it is evident that the vol­
ume of labour employed (in annual hours) is growing much 
less - if at all - than employment in per capita terms. 

In the Member States, employment performance varies con­
siderably. Whereas in the early part of the recovery it was 
in Denmark where employment expanded particularly 
strongly, it is now Spain, the United Kingdom, Luxembourg 
and Portugal, where - along with an economic growth 
which has been above the Community average for several 
years - employment creation significantly exceeds I % per 
year. In half the Member States (Denmark, Greece, Italy, 
Luxembourg, Portugal, United Kingdom), employment has 
climbed back to or exceeds previous record levels. 

The improving employment performance coincided with re­
markable shifts in the structure of Community employment. 
Between 1983 and 1986 employment creation in the Com­
munity was dominated by additional female part-time em­
ployment in the service sector: 

(i) 80 % of all net additional employment was female; 

(ii) three out of four new jobs created were part-time; 

1982 1986 1987 1988 1 1989' 

1979 1982 

-1,1 0,2 0.3 1 Y. '!. 
-0,4 1,8 1,1 - Y. y. 
-0,4 0,0 0,7 Y, '!. 

1,8 0,6 -0,1 '!. 
-2,4 -0,7 3,0 2Y, 2 
-0,1 -0,4 0,1 Y, Y, 

0,0 -1,6 -0,1 0 Y, 
0,5 0,9 -0,1 Y, Y, 
0,3 1,1 2,7 2 1 Y, 

-1,1 0,3 1,2 
0,9 0,6 2,7 1 '/• 

-2,0 0,7 1,7 2 
-0,7 0,2 0,9 

0,2 2,4 2,6 2Y. 1 Y, 
0,8 0,9 1,0 '!. 



(iii) on ly service-sector employment increased whereas em­
ployment in manufacturing was sti ll declining. 

Part-time employment grew more strongly than full- time 
employment; in fact , the Community labour force survey 
indica tes that three out of four add itio na l jobs in the Com­
munity were part-time (between 1983 and 1986; see Table 
IOb) . T he cont ri bution of part-time employment to employ­
ment creation was particularly strong in Italy and in the 
United Kingdom; in France only part-time employment 
increased whi le full-time employment contin ued to fa ll. The 
share of part-time employment in total Comm unity employ­
ment reached 13,3 % in 1986 (see Table I Oa), with shares in 
the Member States now ranging from 5,0 % in Italy to 
23 ,7 % in Denmark . 

Table AlOa 

Share of part-time employment in the Community - 1986 

B DK D GR F 

9,4 23,7 12,9 5,8 11 ,8 

I Employees only. 
2 Estimate. 

Sourn •: EC la':>0 ur force survey. 

Table AIOb 

Contribution of part-time employment to total employment creation 

8 DK D GR 

Percentage cha nge 
in employment. 1983-86 (% ) 

To tal 1.8 7,2 1,7 1.4 

Contribution to the change 
in to tal employment 
(% point s) 

Full-time employment 0.9 5,5 1,2 1.7 
Part-time employment 0.9 1.7 0.5 - 0,3 

Soura : EC labour fo rce survey. o" n calcula tions. 

IRL 

6.2 

The labour market in the Community 

Part-time employment ex ists for various reasons. The econ­
omic and social si tuation of the part-time employed a nd their 
behaviour differ considerably. In particular the 'involuntary' 
part-time employed are likely to seek full-time employment 
when opportunities arise. The Community labour force sur­
vey therefore asks the part-time employed whether their 
part-time sta tus is because: 

(a) they are currently pursuing an educat ion, 

(b) they are ill o r handicapped , 

(c) they could not find full-time employment , or because 

(d) they did not wa nt fu ll-time employment. 

According to the 1986 survey results , 13 % of the Com­
munity part-time employed were working part-time because 

( m % of total t'mploym e111 ) 

L NL1 UK EU R IO' 

5,0 6,6 21 ,0 2 1.6 13,3 

F IRL L NL UK EUR 10 

- I. I - 4,4 3,0 4,6 3, l 3.9 2.0 

- 2.4 - 4,3 0,6 4,6 2.4 0,9 0.5 

1.3 - 0. 1 2,4 0.0 0,7 3,0 1.5 
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they could not find full-time employment (this represents 
1,8 % of total Community employment or roughly 2,3 
million). The share of these 'involuntary' part-time employed 
in total employment has grown since 1983, when it was 
10,3 %; from the increase in part-time employment between 
1983 and 1986 more than 26 % were in this category. The 
incidence of 'involuntary' part-time employment is higher 
for male part-time employed (25,5 % of total part-time em­
ployment) than for female (10,5 %). The 'involuntary' part­
time employed would represent an additional labour supply 
potential of nearly I % of Community employment (or 
about I, I million full-time jobs) if they currently worked on 
an average half the hours of the full-time employed. 

The biggest share of part-time employed is, however, com­
prised of those who indicate that they, at least for the 
moment, do not want full-time employment: 53 % of all 
part-time employed. This is due to the particularly high 
share of 'voluntary' female part-time employment (59 %). 
For male part-time employed, however, the share of 'volun­
tary' part-time employed (22%) is smaller than that of 
'involuntary' part-time employed (25,5%). Part-time em­
ployment for educational reasons also explains a consider­
able element of male part-time employmc11t (19%). 

· 3.2. Policies to accelerate employment creation 

The employment performance of the Community has thus 
improved, but has to be carried further. If participation in 
the Community gradually expands to the levels observed 
today in other industrialized countries, it should more than 
compensate for the gradual decrease of the population of 
working age: the labour force is therefore likely to expand 
further even in the medium term. To provide employment 
for these future labour market entrants, to significantly 
reduce the current high level of unemployment and to gradu­
ally absorb the potential labour supply, net employment 
creation in the Community will have to clearly exceed I % 
per year for many years to come. 

Economic growth therefore needs to be accelerated and the 
employment content of growth increased even further. 

In the short term, employment creation follows economic 
growth quite closely (see Graph 4) . An acceleration of econ­
omic growth is therefore likely to have an immediate ben­
eficial effect on employment growth. The major economic 
undertakings of the Community, the completion of the inter­
nal market, the catching-up process of the less-favoured 
regions and countries and the full implementation of the 
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cooperative growth strategy for more employment , will be 
required to achieve faster economic growth in the short and 
in the medium term. 

Some of the steps taken in this process, e.g. the restructuring 
of the production process in the context of the completion 
of the internal market or the improvements in the efficiency 
of investment in the less-favoured regions, are likely to 
increase labour productivity. To reap the full employment 
benefits of these efforts, however, other developments and 
policies have to make sure that the employment content of 
growth continues to improve. Today about 2 % of economic 



growth is required for employment to increase (see Graph 
5); this is already less than half the growth required in the 
1960s. 

In principle there are several economic processes which 
improve the employment content of growth (without im­
peding technical progress) : 

(i) a slowdown in capital-labour substitution; 

(ii) a reduction in average working time per person em­
ployed (by increasing part-time employment or reduc­
ing individual working time); 

(iii) an acceleration of the trends of change in the sectoral 
composition of the economy; and 

(iv) an improved employability of the unemployed and the 
potential labour supply. 

The employment content of growth increases for example if 
activities and sectors with an inherently lower rate of labour 
productivity growth expand their weight in the economy. 
Such activities exist in all sectors. One typical example is the 
services sector. The labour productivity growth of market 
services in the Community has been significantly lower than 

The labour market in the Community 

in the total economy (see Graph 5): since 1982 for example 
1,5 % of growth of real output in the market service sector 
was sufficient to create additional employment (as compared 
to about 2 % in the economy as a whole). 

The relative expansion of the service sector is therefore a 
key element of Community employment performance. The 
recovery of employment after 1983 has indeed been due 
exclusively to employment creation in the service sector, 
whereas employment in industry continued to decline (see 
Table 11 b). While non-market services (i.e. mainly public 
employment) are still expanding, it is market services in 
particular which displayed remarkable dynamism and grew 
at an annual rate of 2,4 % between 1983 and 1986. 

The Community is thus well on its way to becoming a 
'service economy'. Nearly 60 % of total employment is now 
provided by the service sector as compared to 46 % in 1970 
(see Table I la). The share of service-sector employment in 
the Community is of the same order as in Japan, but still 
significantly smaller than in the USA, where it has already 
reached 70 %. The trend towards the service economy is 
evident throughout the Member States: in Belgium, Den-
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Table All 

Sectoral aspects of Community employment 

(a) Sectoral shares in total employment 

1970 

B 4,7 

DK 11,3 

D 8,5 

GR 38,8 

E 28,5 
F 13,2 

IRL 26,9 

I 19,6 

L 9,3 
NL 6,1 
p 32,81 

UK 3,2 

EUR 12 13,7 2 

USA 4.4 
Japan 17.4 

I 1975. 
2 Estimate. 

Source: SOEC. 

Agriculture 

1986 

2,8 
6,1 
5,2 

27,2 

15,6 , 
7,1 

15,6 
10,6. 
3;9 
4,7 

21,5 
2,5 

8,1 
3,0 
8,5 

(b) Sectoral employment performance in the Community 

Employment in 

- agriculture 
- industry 
- services 

of which 

- market services 2 
- non-market services2 

Total 

I Forecasts. September/October 1988. 
1 EUR 7 (DK. B. D. F. I. NL. UK). 
Source: Eurostat and Commission services. 
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1980 

1970 

-- • .• i> -·· 

--,3,2, ~ 
-08 .. 

,: , .i. 
1,9 

t' ·' 

_ .... 
' ~., ' 

1983 

1980 

1970 

41,6 
37,1 
48,4 
23,8 
36,0 
38,1 
29,6 
38,4 
44,I 
38,1 
32,7 1 

44,1 

40,8 2 

33,0 
35,7 

-2,4 
-3,3 

0,9 
·~,!' .' ~·-

'i . ___ :'!:·. 
._.) ~ 

-o,if · 
1,2 

-0,6 

Industry 

1986 

1983 

-3,0 
-1,4 

2,0 

-~.l 
1,4 

0,5 

(in Y.J 

Services 

1986 1970 1986 

28,6 53,7 68,6 
26,5 51,7 67,4 

40,1 43,1 54,7 

26,8 37,4 46,0 

31,0 35,5 53,4 

30,5 48,7 62,3 

28,0 43,5 56,4 

32,1 42,0 57,3 

32,8 46,6 63,2 

26,3 55,7 69,0 

33,5 34,5 1 45,0 

30,7 52,7 66,8 

32,5 45,6 2 59,4 
27,l 62,6 69,9 
34,5 46,9 57,I 

( annual averag~ rau of chang~. in % ) 

1987 1988 1 1989 1 

-2,0 
-0,0 

2,1 

; .. 

0,9 



mark, the Netherlands and the United Kingdom the service 
sector already provides more than two thirds of total em­
ployment; only in Greece and Portugal is its share still below 
50 % . In the Federal Republic of Germany service-sector 
employment is comparatively low while its share of industrial 
employment remains the highest in the Community. 

These differences among Member States in the importance 
of the service sector reflect in part the differing strength 
in the exports of services. In the Netherlands, the United 
Kingdom and Belgium, exports of services contribute be­
tween 16 and 35 % to GDP (see Table 12a) as compared to 
5 % in Italy and 8 % in the Federal Republic of Germany. 
The composition of service exports also differs considerably 
between Member States (see Table 12b): in the United 
Kingdom and Belgium/ Luxembourg financial services domi­
nate service exports; for Denmark and the Netherlands 
exports of transport services are of particular importance; 
in Spain, Portugal and Greece revenues from tourism con­
tribute strongly to GDP; whereas in Germany business­
related services (e .g. insurance, licence fees, advertisements) 
have a major role to play. 

The changes in the sectoral composition of the Community 
economy may be facilitated by policies which encourage 
mobility and market adaptability. The Community pro­
gramme for the completion of the internal market is likely 
to have a particularly pronounced effect on services as 
serious barriers to trade, which have remained for many 
service activities (e.g. transport, financial services, insurance, 
telecommunications), are removed. 

Finally, with some parts of the unemployed in danger of 
losing contact with the labour market and with structural 
change continuing, a special need has developed to focus on 
employability. Problems of 'mismatch' between the skills of 
the unemployed and potential Jabour market entrants on 
the one hand and the requirements of available and new 
jobs on the other hand might otherwise impede employment 
expansion. All Member States are continuing with various 
specific labour market policies to address this problem, 
in particular for the young unemployed. A comprehensive 
overview on these policies is regularly provided by the Com­
mission in its semi-annual follow-up on the Council Resol­
ution of 22 December 1986 ('An action programme on 
employment growth'). 

4. Longer operating hours of equipment, further 
reductions in individual working time 

The implementation of the economic strategy developed in 
the Annual Economic Report will further improve supply-
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side conditions and demand prospects in the Community. 
An expansion of operating hours of equipment combined 
with further reductions in individual working time, neutral 
to the level of costs, would complement these efforts. It 
would make available additional employment reserves of the 
existing capital stock, accelerate growth and, at the same 
time, increase the employment content of growth. 

Table A12a 

Exports of goods and services from the Community - 1986 
(as % of GDP) 

Total Goods only Services only 1 

B/L 88,4 53,l 35,3 

DK 36,1 25,8 10,3 

D 33,8 26,2 7,6 

GR 22,7 14,2 8,5 

E 20,9 12,3 8,6 

F 26,9 17,2 9,7 

IRL 59,6 50,3 9,3 

I 21 ,4 16,2 5,2 

NL 61 ,6 45,3 16,3 
p 36,1 26,5 9,6 

UK 38,8 19,4 19,4 

EUR 12 33,7 22,6 11,1 

I Including re turns on investment. 

Table Al2b 

Structure of service exports from the Community - 1986 
(as % of Iota/ servin• exporls ) 

Returns on Transport Tourism Other 
investment 

B/L 56 9 6 29 
DK 24 31 21 24 
D 30 16 12 42 
GR 2 8 54 36 
E 8 19 61 14 
F 33 20 14 33 
IRL 33 25 28 14 
I 17 17 32 34 
NL 37 30 7 26 
p 8 20 56 16 
UK 66 8 7 19 

Source: IMF: International fina ncia l sta tistics and balancc•of.paymcnts stati stics. 

109 



Annual Economic Report 1988-89 

After six years of moderate growth many firms and sectors 
in a number of regions in the Community are now at full 
capacity utilization and find it difficult to react quickly to 
improving demand prospects. Other firms find their output 
constrained by a lack of price competitiveness. In both cases 
an expansion of the operating hours of the capital stock 
could contribute to overcome these obstacles to output 
growth. 

Today, plant operating hours are still to a large extent 
determined by the regular working time of full-time em­
ployees. After a decoupling of individual working time from 
plant operating hours, however, operating hours could be­
come a strategic variable of the economic process. An expan­
sion of operating hours could on the one hand enhance the 
employment elasticity of the capital stock, particularly for 
those firms who observe rising demand but hesitate to ex­
pand their production facilities due to, for example, the 
insecurity of the demand prospects. This would be of particu­
lar importance in making the improvement in demand -
expected by the completion of the internal market - im­
mediately employment effective. By easing capacity con­
straints, longer operating hours would also reduce the in­
flationary risk of faster economic expansion. On the other 
hand, longer operating hours provide an instrument for 
cost and price reductions by which Community firms could 
expand their market shares and thus induce additional de­
mand. 

The key economic advantage of such a strategy rests in the 
fact that an extension of operating hours of the existing and 
new capital stock increases capital productivity and reduces 
total unit production costs. The size of the cost reductions 
varies from firm to firm: it is particularly significant in 
capital intensive production and depends on the magnitude 
of the extension of operating hours (see box for quantitative 
illustrations). 

The cost reduction provides a potential which can be used 
in different ways: 

(i) to further improve profitability, which should in the 
medium term encourage additional investment; 

(ii) to reduce prices, which improves competitiveness and 
would be likely to induce additional demand both on 
domestic and international markets in many sectors; 
the expanding production should then also spill over to 
other sectors in the Community which find their output 
at the moment particularly restrained by lack of de­
mand; 

(iii) to compensate existing and new employees for less 
attractive working hours. This compensation could take 
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the form of individual working-time reductions (at given 
annual remuneration), which would increase the em­
ployment effect even further. 

Individual working-time reductions are in general an incen­
tive to make growth more employment-creating. At the 
moment, individual weekly working hours in the Com­
munity follow a slow downward trend (see Table 13). New 
reductions in weekly working hours have been negotiated in 
some Member States in 1987/88 (e.g. in the Federal Republic 
of Germany in the metalworking and printing industries to 
37 hours by 1989, in the steel industry to 36 I /2 hours by 
November, in Portugal in the civil service to 35 hours by 
1988). 

A policy of just reducing individual working time to further 
increase employment in the Community is, however, con­
fronted with severe problems. One of the most important 
ones is the need for further improvement in the profitability 
of investment and the capital stock. If, in addition, (annual) 
wages are to be at least moderately increased in real terms 
and productivity growth per employee continues to slow 
down, the room for further reductions of individual working 
time, which are neutral to the level of costs, becomes very 
limited. Longer operating hours could, however, provide the 
cost reductions required to compensate for the costs of 
additional individual working-time reductions without af­
fecting wages. 

An extension of operating hours combined with additional 
reductions in individual working time could thus contribute 
to a strategy for an expansion of employment by developing 
additional potential for growth as well as by improving the 
employment content of growth. At the same time - as a 
beneficial side-effect - important constraints for macro­
economic policy (the threat of inflation, external and budget­
ary imbalances) would be reduced. In the medium term, the 
faster use of existing capital stock would also accelerate 
modernization and overall productivity growth. 

A decoupling of individual working time and operating 
hours can be achieved in a variety of ways, from the intro­
duction of two, three or four shift systems to systems by 
which different employees take turns to use one and the 
same working place (for two illustrative examples, see box). 
The most appropriate organization and repartition of the 
productivity gains will differ among firms and employees. 
The social dialogue on plant level therefore also has an 
important role to play. 

At a national level, governments and social partners could 
encourage and facilitate such a strategy by organizing an 
exchange of information on particularly successful model 
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Table A13 <• r :, •;./'' ; ,'I 

;if_,; l!,,.,1,, 

Weekly working hours per employee 
( during a reference week) 

B DK D GR E F IRL L NL p UK EUR 1 

39,3 36,2 39,4 40,3 40,6 39,8 39,7 37,7 
37,0 35,8 38,7 38,7 38,2 39, I 38,5 38,6 36,1 

1975 
1983 
1986 36,7 33,8 38,8 38,4 38,4 37,9 39,5 38,1 38,6 35,5 2 40 

38,1 
35,7 
35,5 

39,2 
37,6 
37,4 

( 1) EUR 9. excluding Greece. Spain and Portugal. 
(2) 1985. 
Source: EC labour force survey. 

cases, by reviewing legal and contractual barriers against an 
expansion of operating hours and by adjusting the taxation 
and social security systems in order to encourage the hiring 
of new employees. In some Member States (e.g. Belgium, 
the Netherlands) reorganization efforts which combined 
working-time reductions with the hiring of new employees 
were supported by public funds. Education and training as 

well as policies to facilitate labour mobility would prevent 
opportunities from being missed due to lack of qualified 
personnel in some sectors or regions of the Community. 
Additional individual working-time reductions may also be 
accumulated over several years on individual 'time accounts' 
to make longer mid-career breaks or extensive retraining 
periods possible. 
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Box: Practical examples of a reorganization and reduction of 
working time 

Example 1 

Maintenance and repair department of an electrical appliance 
manufacturer in the Federal Republic of Germany 

In order to extend the time of production to meet growing 
demand while at the same time implementing the contractually 
agreed reduction in the weekly working hours from 40 to 38,5 
hours, it was decided to extend the daily working time and to 
include Saturdays in the standard working time. 

At the same time, the individual four-day working week was 
introduced with 10 hours of work on three working days and 
8,5 hours on the fourth. Days off were allocated as single free 
days after two days of work (it would also have been technically 
feasible to accumulate days off until they formed complete weeks 
off). Three workers now take turns to man two work places. 
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In this case, weekly operating hours of the department were 
increased by 44 %. Total employment could be expanded by 
50 %, while individual weekly working time was reduced by 
3,75 %. Monthly wages remained unchanged. 

Example 2 

Production sector of a food producer in France 

To meet additional demand without having to set up new pro­
duction facilities, the firm decided to introduce a two-shift 
system. While previously operating time and individual working 
time had been identical at 39 hours per week (8.00 to 17 .00 with 
a one-hour lunch break, 8.00 to 16.00 on Fridays), two shifts 
now operate from 6.00 to 12.30 in the morning and from 12.30 
to 19.00 in the evening. Individual weekly working time was 
thus reduced to 32 I /2 hours (by 17 % ) with unchanged wages. 
Plant operating hours expanded by 2/3 to 65 hours per week. 
Employment increased by 30 %. 



Box :Illustrations of the quantitative aspects of a reorganization 
and reduction of working time 

On a firm level, the quantitative effects of a reorganization 
and reduction of working time depend basically on the capital 
intensity of production and on the extent of the expansion of 
operating hours and differ therefore from one case to another. 
Individual case studies indicate e.g., in the German textile indus­
try, 1 a potential reduction of unit production costs by 6 to 8 % 
after an expansion of operating hours of 17 % or for a German 
car manufacturer2 a reduction of 12 % after an expansion of 
operating hours by 35 %. Weidinger/HofP calculate potential 
reductions of total unit costs of between 2 and 5 % following 
an extension of operating hours by 50 % (e.g. from 40 to 60 
weekly hours) across different sectors of the German investment 
and consumer goods industry. 

Macroeconomically the effects depend on the distribution of the 
productivity gains as well as on the price elasticity of demand. 
In an illustrative calculation for the case of France it has been 
shown that a reduction of working time by I %, accompanied 
by a significant expansion of operating hours, could increase 
employment by up to 3 %.4 Simulations based on the Insee 
macroeconometric model for the French manufacturing sect<_>r 

Neundorfer, K. and Staber, E.-H. (eds). Sonntag,arbeit in Europa, Frankfun, 1988. 
Hcrmani. U .. 'Arbeitszcitflcx.ibili!licrung als untemchmcrischc Hcrausfordcrung', in: 
Furmaniak/Weike (ed.). Flexibili.sierung der Arbeimeit, Munich, 1986. 

J Weidinger/Holf. 'Tendenzen der Bctriebszeit- und Arbeitszeitentwicklung', in: Henchel, 
D. (ed.). Arbeluzelt, Betrieb,zcit, Freizeit, Stuttgan, 1988. 

• Catinat, M., Cctte, G. and Taddei, D. 'Duree d'utilisation des equipements et reduction 
du temps de travail, approchc macrOCConomiquc', in: Revue d'iconomie politique, 96 
(1986) 2, pp. 147-176. 

The labour market in the Community 

indicate that employment could expand by 290 OOO to 370 OOO 
within five years by decoupling operating hours and individual 
working time (expanding the former by 2,3 hours and, at the 
same time, reducing the latter by I hour per week). 5 

Commission services, in cooperation with D. Taddei, are prepar­
ing extensive simulations to estimate the effect of a significant 
reduction and reorganization of working time in several Member 
States making use of the Commission's moqel Hermes. The case 
under consideration is an expansion of weekly operating hours 
from 39 to 54 hours; at the same time, individual weekly working 
time is reduced from 39 to 36 hours, keeping salaries unchanged. 
In practice, this could be achieved by different forms of organiza­
tion: e.g. the addition of a half-time evening shift to the tra­
ditional five working days or by the introduction of three shifts, 
each operating 9 hours per day for four days but rotating to 
cover six working days including Saturday. The simulations 
assume that such schemes might cover 5 % of all industrial 
enterprises per year over a five-year period. With budgetary 
policies unchanged and monetary policies keeping real interest 
rates unchanged, preliminary results indicate the possibility of 
total medium-term gains in real GDP of I to 2 1/2 % and of I 
to I 1/2 % additional employment in the Member States, i.e. 
nearly I 1/2 million new jobs in the Community. At the same 
time, budgetary and external balances could be significantly 
improved. Detailed results are to be published in the near future. 

' Taddei, D. Le temp, de /'emploi, Paris, 1988. 
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Some macroeconomic considerations on opportunities and conditions for the 
catching-up process of the poorer countries of the Community 

Summary and conclusions 

The convergence of GDP per capita has been a major aim of 
Community policies since the very inception of the European 
Economic Community. The accession in the 1980s of rela­
tively less-prosperous countries has enhanced the import­
ance and the necessity of greater real convergence. There­
fore, one of the main objectives of the Single European Act 
is the reduction of regional disparities within the Com­
munity. The decision at the Brussels European Council of 
11 and 12 February 1988 to double the budget commitments 
to the structural Funds between 1987 and 1993 demonstrates 
the Community's aim of contributing to a resumption of 
the catching-up process of the less-advanced regions and 
countries in the Community. In this note, some tentative 
calculations are presented which indicate that a perceptible 
and enduring resumption of the catching-up process is feas­
ible in the years ahead. It is however also shown that the 
full effects of the Community's financial support do not 
only depend on a correct microeconomic utilization of these 
resources, but - and that is essential - that their use must 
be accompanied by the appropriate macroeconomic and 
structural policies within the countries under consideration. 
A high and sustained economic growth in the Community 
as a whole would undoubtedly accelerate this process. It 
would, indeed, further alleviate the external constraint on 
domestically engineered faster growth in the less-advanced 
countries. On the other hand, progress towards more conver­
gence would also contribute to higher economic growth in 
the Community as a whole. 

Introduction 

In 1987, GDP per capita, measured in current prices and 
purchasing power standards (PPS), was around 46 % below 
the Community average in Greece and Portugal, 37 % below 
in Ireland and 26 % in Spain. GDP per capita of the richest 
Member State is currently about 2,3 times that of the poorest 
Member State. On a regional level, disparities within the 
Community were even more pronounced with the ratio of 

GDP per capita between the five richest and the five poorest 
regions in 1986 1 estimated at about 1 to 6. 

These figures clearly show that one of the more fundamental 
economic and social objectives of the EC, namely, the nar­
rowing of the prosperity gap between citizens from the 
various countries and regions, remains an important and 
difficult task. 2 Admittedly, between the original six Member 
States of the Community and even within EUR 9, excluding 
Ireland, the dispersion of GDP per capita has fallen substan­
tially and is now at an acceptable level on a country basis. 
The accession in the 1980s of relatively less-prosperous 
countries has, however, widened the regional disparities 
within the Community. Therefore, one of the main objectives 
of the Single European Act, as set out in Article 130a, is to 
strengthen economic and social cohesion and to reduce 
regional disparities in the Community. Article 130b is quite 
explicit in stipulating that 'Member States should conduct 
and coordinate their economic policies in such a way as to 
attain these objectives' . Moreover, Article 130b requires that 
common Community policies, internal market actions, the 
structural Funds, the European Investment Bank and the 
other existing financial instruments should all work together 
towards the achievement of the given objectives. 

With the agreement at the Brussels European Council of 11 
and 12 February 1988 to double the budget commitments 
to the structural Funds between 1987 and 1993, the Com­
munity has demonstrated that it is seriously aiming at con­
tributing to a durable resumption of the catching-up process 
of its less-advanced regions and countries. 

The Community institutions as well as the richer and the 
recipient countries are now committed to the implemen­
tation of economic policies which are likely to promote real 

1 This figure , based on Commission estimates for the year 1986, points out 
that regional inequalities of GDP per capita in the Community are more 
pronounced than highlighted by the country figures. It is not surprising 
that di!Terences between regions are more important. A more detailed 
analysis runs up, however, against the paucity of adequate regional 
statistics. In this note the catching-up process will be examined from a 
very synthetic, macroeconomic point of view, based on country figures . 

2 In its preamble, the Treaty of Rome states that the major aim of the 
contracting parties is to ensure 'a harmonious development by reducing 
the di!Terences existing between the various regions and the backwardness 
o f the less-favoured regions'. Convergence of economic performance is 
also one of the objectives of the European Monetary System and is a t 
the same time a basic precondition for its successfull operation, as was 
stressed in the final report on the EMS. presented by the Monetary 
Committee to the Counci l and the Commission on 7 November 1978. 
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economic convergence in an economic climate of overall 
growth of Community prosperity. Indeed, a significant nar­
rowing of regional inequalities of income per capita will 
contribute to a strengthening of economic and social co­
hesion in the Community. Such a development would facili­
tate the completion of the internal market by overcoming 
the possible fears that it might aggravate regional disparities. 

1. Real convergence over 1960-87 and medium­
term projections to 1992 

1.1. The historical record, 1960-87 

Economic or real convergence is defined here in rather 
general but nevertheless, in principle, very operational terms 
as the reduction of existing disparities in GDP levels per 
capita between Community countries and regions. 

From a long-term analysis of the development of GDP per 
capita in the Member States' (see Table I) two distinct 
periods clearly emerge: the period I 960-73 and the period 
1974-85. Between 1960 and I 973, 2 economic convergence 
between the Member States improved fairly steadily with 
the cross-country deviation of GDP per capita falling sub­
stantially. Indeed, during that period the four poorest 
countries of the Community (Greece, Spain, Ireland and 
Portugal) on average managed to reduce the gap separating 
them from the four richest Member States by about one 
third. However, in 1973 their average GDP per capita was 
still almost 37 % below that of the four richest countries. 
During the I 960s and early I 970s, annual growth of GDP 
per capita in the four less-advanced countries exceeded that 

1 For the purpose of simplicity, the data cover for the whole period the 12 
current Member States independently of the date of effective accession. 
In 1974 and 1975, there was still some further improvement in real 
convergence. This occured, however, at the price of rapidly deteriorating 
external balances, indicating that this stage the catching-up process had 
become unsustainable. 
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of the Community by around 2,3 percentage points. The 
deviation around the Community average was reduced from 
20,4 in I 960 to I I ,3 in 1973. This dramatic catching-up 
process was noticeable and fairly similar in three of the four 
less-advanced countries. Only the relative position of Ireland 
did not improve. 

In the period after the first oil shock, the convergence process 
seems not only to have been halted but has even gone into 
reverse. The period I 974-85, in fact witnessed a worsening 
of the convergence performance. The gap between the four 
poorest and four richest Member States widened by 5, I 
points and the deviation increased slightly to 12,9. The four 
poorest countries together have fallen short of the aggregate 
European growth of GDP per capita by almost 0,5 percent­
age point a year. The bulk of the deterioration took place 
in the second half of the I 970s, with convergence being at a 
virtual standstill during the first half of the I 980s. A note­
worthy feature of the period 1974-85 is the slight improve­
ment in the relative position of Ireland in its first decade after 
joining the European Community. The relative buoyancy of 
the Irish economy resulted, however, in a marked deterio­
ration of its current account, which impeded the process 
from continuing. 

From 1985/86 onwards, the catching-up process has resumed 
somewhat as growth of GDP per capita in Sp'ain and Portu­
gal has outpaced that of the Community as a whole. The 
latest Commission forecasts for 1988 and 1989 indicate for 
those two Member States some further progress towards 
greater convergence. However, a less rosy outlook emerges 
for Greece and Ireland. No further progress towards conver­
gence is expected in Ireland, while a steady widening of the 
gap with the Community average is expected for Greece in 
the next two years. 

This brief historical perspective clearly shows that a substan­
tial improvemfnt in real convergence in a relative short time­
span (about 15 years) has taken place in the past. This is 
encouraging, although the conditions of the 1960s are no 
longer present. Therefore, what matters now is to create 
supply-and-demand conditions enabling a development 
similar to that of the 1960s. 



Some macroeconomic considerations on opportunities and conditions for the catching-up process of the poorer countries of the Community 

Table Bl 
Gross domestic product per capita at current market prices and purchasing power standards (EUR 12 = 100) 

B OK D GR E F IRL L NL p UK EUR41 EUR82 EUR 12 WMAD' Ratio4 

1960 95.6 119,6 11 7,9 38,7 59,1 101,6 61 ,9 91 ,3 137,0 11 8.6 38,4 128,3 52.4 110,4 100,0 20,4 41 ,5 

1961 95,5 120,9 116,4 40.8 62.6 101 .4 62,3 93,8 134,7 115,3 38,7 125,7 55,0 109,8 100,0 18,6 45,4 

1962 96.4 122.3 116.3 39,7 65,4 102.5 62,0 95.4 130, 1 11 4,0 39,9 121,5 56,7 109,4 100,0 17,2 47,7 

1963 96.4 117,8 114.2 42.0 68.1 102.4 62,3 96,6 128,6 112,5 40,5 121,4 58,9 108,9 100,0 16.0 50,0 
1964 97.5 12 1.9 11 5,0 43,3 68.3 103.0 6 1,6 93,9 130,8 11 4,6 41 ,0 12 1,0 59,3 108,8 100,0 16,7 50,2 

1965 96,8 122.3 116,1 45,5 69,5 !03.4 60.5 93.0 127.5 11 5,1 42,6 119,0 60,7 !08,5 100,0 16,6 51,5 

1966 96.2 120.8 114,8 46,5 71 ,3 104,6 59, 1 94,9 124, I 113.2 43, 1 116,9 62,0 108,2 100,0 15,5 53,4 

1967 96,6 120,3 111.2 47,1 71 ,4 105,6 60,1 98.1 120,5 114,5 45, 1 11 6,2 62,6 !08,1 100,0 14.4 53,8 

1968 95,8 118,8 111.7 47,9 72.0 104.4 6 1.8 99.2 119,6 115,2 46,8 115,0 63,5 108,0 100,0 13,6 55,0 

1969 97.0 119.7 113. 1 49,9 73,9 105.5 62,1 99.6 124,5 115,3 45,6 110.3 64.9 !07,6 100,0 12,8 56,9 

1970 99.0 116,5 113,3 51,7 73.3 !06,3 6 1,2 100,3 123,I 115,8 48,I 108.2 65,2 !07,6 100,0 12.4 57,2 

197 1 99,5 115,7 112.4 53,7 73,9 108, 1 61.1 98,9 122,0 116,1 50,3 !07.7 66,3 107,3 100,0 12,3 58,5 

1972 100.6 116.7 11 2.2 55,9 76.2 109.4 61.7 97,8 123,8 114,4 52,4 105,7 68,5 106,8 100,0 11,9 60,7 

1973 100,6 113,8 110.7 56,6 77, I 108.2 60.2 98.4 125,9 112,5 55,2 107,5 69.5 106,6 100,0 11,3 62,5 

1974 102,9 110,7 109.2 53.6 79.1 109.4 60,9 100,4 127.7 114.4 54,3 105,0 70,2 106,5 100,0 10,5 63,5 

1975 102,6 111.2 109.5 57.1 79,9 110,8 63.0 97,6 120,1 115,0 51 ,2 105,9 70,9 106,5 100,0 11 ,3 63,5 

1976 103,4 113,0 110,9 57,3 77,9 111.0 60.1 98.3 117,I 114,7 5 1, I 105,1 69,4 106,9 100,0 11 ,6 62, 1 

1977 101.8 112,2 11 2,2 57.2 77,9 111.6 62,9 97.8 116,7 114,3 52,3 104,1 69,8 106,9 100,0 11,8 62.0 

1978 101,8 110.6 112.5 58.7 76,4 111,9 64,9 97,5 11 7,9 113.4 52.3 105, 1 69,2 !07,1 100,0 12,3 6 1,6 

1979 10 1.0 Ill.I 113,9 58,5 73,8 111 ,8 64,0 99,1 117.4 112,1 53,5 104,2 67,6 107,5 100,0 12,4 59,9 

1980 104.3 109,4 114.0 58.4 73,7 11 2.0 64,7 101 .9 11 7,2 111.2 54.9 100,9 67,8 107,5 100,0 12,1 60,0 

198 1 103,0 108,7 114,2 58,0 72.9 112,9 66,2 103,1 116,9 109,8 55,3 99,8 67,4 107,6 100,0 12,3 59,5 
1982 104,0 111.5 113.0 57,6 73,0 114.6 66.6 102,6 11 8.0 107,2 55,9 100,5 67.5 !07,6 100,0 12,3 59,4 

1983 102,9 113,0 11 3.7 56,8 73,0 113.4 64,9 101.5 120,0 107,0 54,7 102,7 67, I !07,8 100.0 12,9 59,1 

1984 102,8 114.4 114,8 56,8 72.4 112, 1 65,1 102.5 125.0 107,6 52,2 !02,3 66,3 108,0 100,0 12,8 58.4 

1985 101.9 116.5 11 4.9 57,0 72, 1 111 ,0 64,2 102,7 126,5 107,2 52,4 !03,5 66, I 108,0 100,0 12,9 58,4 

1986 101.8 117,6 11 5, 1 56,2 72.5 110.3 62.6 102.9 126,6 106.6 53,0 103.8 66,2 108,0 100,0 12,9 58,6 

1987 100,8 112,7 114,1 53,8 73,9 108,9 62,9 103.4 125,6 105,4 53.5 106,2 66,8 107,9 100,0 12,6 59,8 
1988 (S) 99.9 109.1 113,8 52.8 74,6 108.4 62.4 103.2 124.6 103,6 54,8 107,5 67,3 !07,8 100,0 12,3 60.5 
1989 (S) 100,3 107,1 113,5 51.1 75.6 108.4 63,1 !02,7 124,9 102,6 55,5 !08,2 67,8 107,7 100,0 12,2 61, I 

1990(S) 99.1 106,8 114.5 50,9 76.5 107.4 62.7 103.6 124,6 101.2 56,4 107,3 68,4 107,5 100,0 12,2 6 1,9 

1991 (S) 98,8 106,0 114,6 50.4 77,8 107,3 62,6 103,7 124.3 100,3 56,8 106,9 69,2 107,4 100,0 12,0 62,7 

1992 (S) 9R,6 105,3 114.6 50.0 79,2 107,3 62,3 103,7 124,0 99.4 57,4 106,3 70,1 107,2 100,0 11,7 63,5 

EUR 4: GR. E. IRL. P. 
EUR 8: B. OK,O, F. I, L. NL, UK . 

J WMAD = Weighted mean absolute deviation. 

' Rela tionship between GDP per capita in the four poorest countries and the four richest countries in the Community. 
s 1987 - 89: Economic forescasts. September/October 1988. 

1990 - 92: Medium-term projections 1988- 92, October 1988. Sec also footn ote I on this page. 

Source: Eurosta t and Commission services. 

1.2. Medium-term outlook 

According to the medium-term projections to 1992, 5 ex­
pected growth of GDP per capita in the four less-advanced 
countries is not sufficient to trigger a catching-up process 
similar to that of the 1960s. Indeed, on average, they are 
projected to expand annually only 1,0 percentage points 
more than the average of the Twelve. A simple extrapolation 
of this growth differential shows that at this pace it would 
take about 30 years to close the prosperity gap. If the 
objective is to shorten the period, say to 15 years, to narrow 
significantly the gap between the poorer countries and the 

The medium-term projections are made by the Commission services and 
have been discussed in the national experts' group on medium-term 
developments. These base-line projections illustrate a possible economic 
development in the member countries on the assumption of no change 
in policies and economic behaviour. It should be stressed that the projec­
tions do not take account of the progressive implementation of the 
internal market nor of the doubling of the structural Funds. They also 
take no account of the improvement in supply conditions in the member 
countries which might be brought about by microeconomic and structural 
policies. On the basis of these assumptions, the projections are unlikely 
to trace the most probable development. In the present note, they are 
used points of reference for discussion. 
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average of the Community, a growth differential of a higher 
order is in fact required. 

This is illustrated in Table 2 which indicates for different 
periods of time what the size of the growth differential 
should be in order to attain a satisfactory outcome for the 
catching-up process. Merely for illustrative purposes, the 
catching-up process is considered here to be successful when 
the four less-advanced countries succeed in reducing the gap 
to 10 % of the Community average. Although arbitrarily 
fixed, it should be noted that the figure of 90 % corresponds 
to the degree of convergence achieved since the late 1960s 
among the six original Member States. As can be seen in 
Table 2, the growth differential required to achieve this 
objective over 15 years is of the same order of magnitude 
as the difference in growth experienced during the 1960s 
between the poorer countries and the Community average. 

Table B2 

Growth differential with EUR 12 I 

GR E IRL p EUR 42 

(I) Historical record 

1961-73 3,1 2,1 -0,2 2,9 2,3 

1974-79 0,6 -0,9 1,0 -0,5 -0,6 

1980-87 -1,0 0,0 0,0 0,0 -0,1 

1988-923 -1,0 1,4 0,3 0,7 1,0 

(2) Growth differential required for reducing the prosperity gap 

1992 
1997 
2002 
2007 

10,6 
5,2 
3,4 
2,5 

to 90% 4 

3,9 
1,9 
1,3 
1,0 

7,1 10,8 5,6 

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

I Measured as percentage point difference with EUR 12 of annual growth of GDP per capita. 
EUR 4: GR, E. IRL, P. 
Based on medium-term projections 1988-92. October 1988. 

4 In order to obtain some orders Or magnitude of the differential required, the real convergence 
objective is fixed at 90 % of the average of EU R 12. This perspective is only put forward as 
a numerical example and is in no case to be considered as a policy standard. 

Source: Commission services. 

2. Factors determining convergence of GDP per 
capita 

Convergence of real GDP per capita is a very complex 
process involving both structural changes and macro­
economic policy actions. The present examination attempts 
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to provide some reflections on some major macroeconomic 
relationships underlying the catching-up process. In doing 
so, it is fully recognized that a very stylized and simplified 
picture of a complex reality is presented. 

2.1. Size and efficiency of investment 

According to economic theory, per capita economic growth 
over the medium to longer term is largely determined by the 
size and efficiency of capital. Observed international and 
intertemporal differences in growth rates can, therefore, to 
an important extent be explained by persistent and substan­
tial differences in both variables. 

As can be seen from Graph I of the statistical annex, 
phases of convergence and divergence are closely matched by 
developments in investment shares. On average, in the four 
less-favoured countries, fixed capital formation as percent­
age of real GDP increased steadily over the period 1960-73 
to reach a maximum level of 29 % in 1973. In the wake of 
the first oil shock, the investment ratio followed a downward 
trend and reached a low point of 19,8 % in 1985, whereupon 
a recovery has clearly taken place (to a level of 21,8 % in 
1987). 

The catching-up process of the 1960s in the least favoured 
countries, and particularly in Spain and Greece, was favou­
red by high and above-average efficiency of investment, de­
fined in macroeconomic terms as the ratio of the absolute 
change in real GDP and the level of investment (see Graph 
I and Table 3). Inversely, the widening of regional disparities 
in GDP per capita after 1973 coincided with a sharp fall 
in the efficiency of investment (sometimes even below the 
Community average). The observed resumption of the cat­
ching-up process since 1986 has again been accompanied by 
a rise in allocative efficiency. 

When the efficiency of investment is low, a country can, 
by raising substantially its rate of investment, temporarily 
succeed in growing relatively faster than its partners. How­
ever, when the marginal productivitiy of capital is low, 
a high saving ratio in the country concerned is required. 
Otherwise, external deficits will quickly emerge, entailing 
restrictive policies and lower investment ratios. The end 
result is a reversal of the catching-up process. Something 
like this appears to have been happening in Ireland in the 
late 1970s and early 1980s. 

Graph I and the figures in Table 3 suggest that the fall in 
efficiency in investment in the four less-developed countries 
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• 
Table B3 

The catching-up process in the Community: development and some explanatory factors 

GR E IRL p EUR4 1 EUR8 2 EUR 12 

GDP at constant prices, annual growth rates(%) 

1961-73 7,7 7,2·. 4,4 6,9 7,1 4,5 4,8 
1974-79 3;7 2,2 4,6 3,1 2,6 2,3 2,4 
1980-87 . 1,1 2,1 2,0 2,3 2,0 1,7 1,8 
1988-923 2,1 4,5. 3,0 3,9 4,1 2,7 2,9 

Population (annual % change) 

1961-73 0,54 1,00 0,63 .:..o,05 0,74 0,78 0,77 
1974-79 1,12· 1,07 1,54 1,57 1,18 0,21 0,39 
1980-87 0,58 0,53 0,60 0,75 0,57 0,20 0,27 
1988-923 0,35 0;41 -0,06 0,48 0,39 0,15 0,21 

GDP at constant prices per head of population (annual % change) 

1961-73 7,1 6,1 3,8 6,9 6,3 3,7 4,0 
!974-79 2,6 1,1 3,0 1,5 1,4. 2,1 2,0 
1980-87 0,6 1,5 1;4 1,6 1,4 1,5 1,5 
1988-923 1,7 4,1 3,0 3,4 3,7 2,5 2,7 

Investment share as% of GDP (at constant prices) 

1961-73 28,7 24,4 23,0 32,0 25,7 24,7 24,8 
1974-79 25,l 24,8 26 5 ,, 28,9 25,4 22,2 22,6 
1980-87 20,9 20,6 25,7 26,1 21,7 20,3 20,4 
1988-923 21,2 25,6 21,3 31,7 25,6 21,2 21,8 

Marginal capital productivity4 

1961-73 0,27 '· 0,30 0,19 0,22 0,28 0,18 0,19 
1974-79 0,15 0,09 0,17 0,11 0,11 0,11 0,11 
1980-87 0,05 0,10 0,08 0,09 0,09 0,08 0,08 
1988-923 0,10 0,18 0,14 0,12 0,16 0,13 0,13 

Real compensation per employee (deflated by GDP, annual% change) 

1961-73 5,5 7,1 3,9 7,7 7,0 4,4 4,6 
1974-79 5,6 3,9 4,2 '5,1 4,1 2,4 2,6 
1980-87 0,7 0,9 1,7 -0,7 0,6 1,2 1,1 
1988-923 1,0 1,8 ' 1~2 1,7 1,7 1,6 1,6 

GDP at constant prices per person employed (annual % change) 

1961-73 8,2 6,5 4,3 7,4 6,8 4,3 4,5 
1974-79 3,0 3,2 },4 3,1 3,1 2,2 2,3 
1980-87 0,2 2,9 2,8 1,3 2,1 1,7 1,8 
1988-923 1,4 2,3 2,7 2;7 2,3 2,0 2,1 

Real unit labour costs (deflated by GDP, annual% change) 

1961-73 -2,5 0,6 -0,4 0,3 0,1 0,1 0,1 
1974-79 2,6 0,6 0,8 1,9 1,0 0,2 0,3 
1980-87 0,5 -1,9 -1,l -2,0 -1,5 -0,5 -0,6 
1988-923 -0.3 -0,4 -1.4 -1,0 -0,5 -0,4 -0,4 
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Table B3 ( continued) 

The catching-up process in the Community: development and some explanatory factors 

GR E IRL p EUR4' EUR8 2 EUR 12 

Total employment (annual% change) 

1961-73 -0,5 0,7 0,1 -0,5 0,2 0,3 0,3 
1974-79 0,7 -1~0 1,2 0,0 -0,4 0,2 0,1 
1980-87 1,0 -0,8 -0,8 1,0 -0,1 0,0 0,0 
1988-923 0,8 f,2 0,3 1,1 1,7 0,7 0,9 

Balance of current transactions as% of GDP 

1961-73 -2,9 0,2 -2,5 
1974-79 -2,2 -1,8 -7,0 
1980-87 -3,8 -0,5 -6,9 
1988-923 -4,1 -2,1 3,9 

I EUR 4: GR, E. IRL, P. 
2 EUR 8: B. DK. D. F. I. L. NL. UK. 
J Medium-term projections 1988-92. October 1988 . 
• Measured as the absolute increase in GDP divided by investment over the various periods. 
Souru: Commission services. 

was more substantial than the fall in investment ratios imply­
ing that the first factor has probably contributed more to 
the decline in per capita growth than the second one. A 
closer look at the determinants of efficiency of investment 
might, therefore, shed some additional light on the nature 
of the catching-up process. 

In trying to understand variations in the efficiency of invest­
ment, it is important to note that macroeconomically the 
concept is a summary measurement of various microecon­
omic issues. Within the framework of this note it is, however, 
not feasible to deal with all the possible, basically microecon­
omic determinants of the efficiency of investment, such as 
technological progress, the kind of investment, the efficiency 
of resource allocation, the rate of capacity utilization, etc. 
However, a more general, simplified and therefore unpreten­
tious understanding of the question may be reached by 
reviewing and interpreting developments and relationships 
between some relevant macroeconomic variables. Even this 
approach is rendered difficult by considerable statistical 
deficiencies. 

Macroeconomic theory on investment and marginal pro­
ductivity of capital assigns an important role to develop­
ments in relative factor prices and the changing capital/ 
labour mix. The main relationships may be summarized as 

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

follows. When a process of capital deepening is given im­
petus by a faster increase in labour costs than in capital 
costs, it is likely to give rise to a decline in the marginal 
productivity of capital. When this process is accompanied 
by low rates of return on invested capital, this in turn is 
likely to affect adversely the propensity to invest. 

Whether this process occurred more predominantly in the 
less-favoured regions than in the other Member States can 
hardly be assessed, given notably the lack of statistics on 
rates of return. Developments in real unit labour costs 
(RULC) may, nevertheless, provide some indications. 

Figures in Table 3 show that the four less-advanced countries 
apparently had more difficulties than the other Member 
States in containing increases in RULC in the second half 
of the 1970s. The increase in output per person employed 
(3, I % per year on average in the four countries over the 
period 1974-79) did not keep up with the rise in real compen­
sation per employee (4,1 % per year on average), resulting 
in a rise in RULC of 1,0 % on average, against a rise of 
0,3 % for the Community as a whole. During that period, 
the profitability of fixed capital in these countries is likely 
to have fallen more sharply than in EUR 12. Developments 
in the 1980s with respect to RULC represent a significant 
break with trends since the first oil shock: RULC declined 
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annually by 1,5 % in the four countries concerned against 
only 0,6 % in EUR 12. Besides, it is reasonably assumed 
that wide swings in RULC are likely to raise uncertainties 
and affect negatively the propensity to invest. Now, there is 
evidence that RULC fluctuated more erratically in the less­
favoured countries than in the Community as a whole. An 
initial tentative conclusion to be drawn from the above 
considerations is that over the period 1974-85 profitability 
of fixed capital deteriorated more in the four less-advanced 
countries than in the Community on average. This should 
at least partly explain the larger fall in marginal productivity 
of capital and investment shares in those countries. 

While the recent improvements in profitability and expected 
output are certainly instrumental in triggering higher invest­
ment ratios, a substantial and sustainable rise in the ef­
ficiency of investment is greatly needed. This goal should 
primarily be pursued by adequate microeconomic policies. 
From a macroeconomic point of view a crucial role seems 
to be reserved for wage developments. A continuation of 
recent developments in RULC appears to be desirable to 
assert the recovery in investment and the efficiency of invest­
ment. The prescription of a moderation of RULC is only 
seemingly in contradiction with the objective of raising living 
standards per capita in the less-prosperous countries. If rates 
of growth in output and labour productivity are sufficiently 
high, it would enable an acceptable real rate of increase of 
compensation per employee which is compatible with a 
stabilization or a further decline, if necessitated, in RULC. 
If for instance the less-advanced countries could manage to 
reproduce their growth and labour productivity performance 
of the 1960s, there would be sufficient room to allow real 
compensation per employee to increase markedly faster than 
in the Community on average, with RULC remaining un­
changed or declining somewhat further. 

Finally, the possible role played in the decline in efficiency 
of investment by the emergence of negative interest rates 
adjusted for inflation in the years following the oil price hike 
of 1973 should be examined. Such a situation of negative 
long-term interest rates, extended over several years, is likely 
to stimulate investment in less-efficient projects. When this 
occurs, it implies a rise in the capital-output ratio but a 
decline in the efficiency of capital. The data available in this 
context show that real interest rates became generally more 
negative in the less-advanced countries (particularly in 
Greece and Ireland) than in the Community on average, 
suggesting that this phenomenon contributed to the decline 
in the marginal productivity of capital in these countries. 
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2.2. Savings and investment 

Another factor that warrants close monitoring is the finan­
cing of investment. On average, the four less-advantaged 
countries experienced national savings ratios slightly above 
the Community average, but below their total domestic 
investment shares. As the national saving-investment bal­
ance worsened after 1973, it implies that a considerable and 
increasing part of capital formation in these countries had 
to be financed by capital inflows. In principle, given the 
development needs of these countries, this reflects a sound 
situation. It is clear, however, that the foreign-financed 
expansion of productive capacity should be able to generate 
sufficient export receipts at some, not too remote, stage 
in the future. Otherwise a vicious circle of external debt 
accumulation may emerge. 

With a given savings ratio, it is possible to raise the invest­
ment share and to finance it through foreign capital inflows, 
provided that the profitability of fixed capital is sufficiently 
high. When the profitability of fixed investment is not suf­
ficiently attractive, the inflow of foreign capital will slow 
down and the propensity of investment will decline. 

Developments in savings and investment, as depicted in 
Table 4, and the presumed fall in profitability of capital 
suggest that the decline in investment shares in the less­
favoured countries, particularly over 1980-87, is to some 
extent attributable to a shortage of national savings (partly 
due to growing public deficits) and lower foreign capital 
inflows. 

The opening-up of national financial markets, provided for 
in the recent adoption by the Council of the Directive on 
the liberalization of capital movements in the Community, 
will make the process of channelling savings into investment 
more efficient. It may facilitate the provision of financial 
needs of the less-prosperous regions and Member States. 
However, complete liberalization of capital movements in­
evitably carries risks and the creation of a sound internal 
business climate in these countries is, therefore, crucially 
important. More particularly, a sufficiently high return on 
invested capital is not only a prerequisite for attracting 
foreign capital to finance their investment needs, but should 
also remove the motives for exporting capital from the 
economically weaker regions and Member States to the 
richer ones. 
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Table B4 

Savings and investment in the four less-advanced Member States 

GR E IRL p EUR 4 1 EUR 8 2 EUR 12 

Gross national savings (at current prices, in% of GDP) 

1961-73 22,4 26,1 19,9 25,3 25,2 24,6 24,7 
1974-79 25,0 24,2 20,9 21 ,0 23,8 22,4 22,6 

1980-87 20,7 20,7 16,9 23,5 20,9 20,3 20,4 

Total domestic investment (at current prices, in% of GDP) 

1961-73 25,3 26,3 22,4 25,1 25,8 24,1 24,3 
1974-79 27,2 26,0 27,9 27,1 26,4 22,5 23,0 

1980-87 24,5 21 ,2 23,8 28,0 22,7 20,0 20,4 

Net lending ( +) or net borrowing ( - ) of the nation (in % of GDP) 

1961-73 - 2,9 -0,2 - 2,5 

1974-79 - 2,2 - 1,8 - 7,0 
1980-87 - 3,8 - 0,5 - 6,9 

I EUR 4: G R, E. IRL. P. 
2 EUR 8: B. DK. D. F . I. L. NL. UK. 

Sourer: Commission services. 

In the financing of the investment needs, the Community 
plays an important role. The volume of Community re­
sources available through the structural Funds, the EIB and 
other financial instruments appears relatively small when 
related to the Community as a whole. However, concen­
trated on the less-advanced regions and countries the macro­
economic significance of these resources is very substantial 
(see Table 5). For instance, it is estimated that for countries 
like Greece, Ireland and Portugal the means available 
through the Community represented between 2 and 4 % of 
their GDP, thus amounting to between 12 and 16 % of gross 
fixed capital formation in 1987. Moreover, the external 
constraint faced by these countries (except by Ireland in 
recent years) is alleviated considerably by the inflow of 
Community resources. The probable macroeconomic impact 
of a doubling of these Community resources may, therefore, 
be very considerable. 

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

2.3. Economic growth m the Community as a 
whole 

Looking at some other possible economic explanations of 
the catching-up process and its break in 1973, it is very 
striking that economic developments in the relatively poorer 
countries seem to be affected by the aggregate rate of economic 
growth in the Community. It can be observed that the period 
of rapid and steady convergence coincided with a period of 
high and sustainable growth of the European economy as a 
whole, while the widening of the prosperity gap occurred at 
a time when the Community as a whole experienced a 
sizeable reduction in its growth rate. This indicates that high 
rates of economic growth are helpful to the least favoured 
regions, whilst conversely the latter would tend to be hardest 
hit in periods of sluggish economic growth. 
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In the absence of a favourable economic climate, character­
ized by sufficiently dynamic growth in the Community as a 
whole, it is found more difficult for growth in the less­
favoured regions and countries to outpace durably that of 
the Community in a substantial way. In several cases, their 
faster growth performance generated current account defi­
cits, necessitating a more restrictive stance of economic 

Table B5 

Resources allocated through the Community's structural Funds and 
financial instruments in 1987 and 1992/93 

Structural Funds I Financial Total 
instruments 2 

1987 (in million ECU) 

GR 589,4 164,8 754,2 
E 1 193,3 713,4 1 906,7 
IRL 467,4 178,6 646,7 
p 804,4 389,9 1 194,3 

EUR4 3 3 054,5 1 446,7 4 501,2 
EUR8 3 4 566,8 7 158,2 11 725,0 
EUR 12 7 621,3 8 604,9 16 226,2 

1987 (in% of GDP) 

GR 1,46 0,41 1,87 
E 0,48 0,29 0,76 
IRL 1,86 0,71 2,57 
p 2,56 1,24 3,80 

EUR4 3 0,88 0,42 1,30 
EUR8 3 0,14 0,21 0,35 
EUR 12 0,21 0,23 0,44 

1992/93 4 (in% of GDP) 

GR 2,63 0,72 3,36 
E 0,77 0,46 1,22 
IRL 3,22 1,22 4,44 
p 4,23 2,05 6,28 

EUR4 3 1,44 0,69 2,13 
EUR8 3 0,17 0,27 0,43 
EUR 12 0,36 0,33 0,69 

1 Regional Fund. Social Fund; EAGGF, Guidance Section: Commitments, provisional figures. 
2 EIB. NIC: Loan agreements; Euratom, ECKC: loans paid out; provisional figures. 
3 EUR 4: GR. E. IRL. P. 

EUR 8: B. DK. D. F. I, L, NL. UK. 
4 Figures are based on the following. very tentative, assumptions for 1992/93. 

(i) Grants under the stuctural Funds are doubled in real terms for the four less-advanced 
countries and Italy, and held constant for other countries. as % of real GDP. 

(ii) Loans under the financial instruments are up by I 00 % in real tenns for the four less­
advanced countries and Italy, and held constant for other countries, as% of real GDP. 

The figures for 1992/93 should by no means be interpreted as forecasts: they are only points 
of reference for discussion 

Sourn•: Commission services. 
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policy and hence the abandonment of the domestically engi­
neered favourable growth performance. Experiences in for 
example Ireland and Portugal in the late 1970s and early 
1980s provide a good illustration of this argument. During 
that period, both countries witnessed annual growth rates 
that were twice the Community average. The growth differ­
ential was, however, rapidly translated into a surge in im­
ports, resulting in unsustainable current-account deficits. 
Finally, domestic demand was curbed and a vicious circle 
was triggered ofT. 

However, experiences in the past show that the perils of 
relatively faster growth are not ineluctable.The most striking 
examples in this context are undoubtedly given by Germany 
in the 1950s and by Japan (virtually throughout the postwar 
era). During these respective periods, the German and Ja­
panese economies succeeded in growing markedly faster 
than the rest of the OECD countries, while recording curr­
ent-account surpluses. In fact, both countries benefited from 
high national savings which were used to finance investment 
in productive capacity that was largely directed towards 
exports. More recently, economic developments in Spain 
seem to reflect to some extent a similar virtuous circle 
phenomenon. Since 1986 (this development is expected to 
continue at least up to 1992) the Spanish economy has 
been experiencing growth rates almost twice as large as 
the Community average. The rapid expansion of domestic 
demand is here, however, reflected in a gradual worsening 
of the external balance. The expected current account deficit 
of 2,1 % of GDP over the period 1988-92 is, nevertheless, 
deemed to be sustainable, given foreign investors' willingness 
to finance the deficit, as highlighted by the considerable 
long-term capital inflows in most recent years. In addition, 
the growth in imports reflects purchases of new plant and 
equipment, required for economic restructuring and expan­
sion of productive capacity. In this sense, the present trend 
of external deficits will in part be self-correcting as the new 
production capacity comes on stream. 

2.4. Demographic developments 

Given that real convergence is measured in per capita terms, 
demographic changes affect the catching-up process. Now, 
it is very striking that the increase in rates of population growth 
in the less-advanced Member States coincided, unfortunately, 
with the deterioriation of their economic performance, exacer­
bating in this way the break in the catching-up process. 

Whilst the demographic development in the less-advanced 
countries and regions over the period I 960-73 corresponded 
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to that of the Community average with an annual increase 
of 0,75 % in the rate of population growth, this diverged 
markedly in the subsequent period. From 1974 to 1979, total 
population in the four less-favoured countries increased on 
average by 1,2 % per annum, which is three times faster than 
the Community average which halved during that period 
(0,4 %). The rate of population growth in the four Member 
States slowed down to 0,6 % per annum in the 1980s, how­
ever, still twice the population increase in the Community 
on average. In order to outweigh divergent demographic 
developments, the growth in GDP in the less-advanced 
countries should have exceeded the Community average by 
0,8 points in the second half of the 1970s and by 0,3 points 
in the 1980s. Actually, the growth differential amounted 
only to some 0,2 points in both periods. 

3. Some macroeconomic reflections on the oppor­
tunities and conditions for greater real conver­
gence in the Community 

3.1. Main conditions 

Achieving greater convergence of GDP per capita in the 
Community implies that the less-favoured regions and Mem­
ber States succeed in producing higher growth rates per head 
than the Community on average. From the analysis given 
above, it emerges that the prior condition for bringing about 
and sustaining a perceptible catching-up process is undoubt­
edly a substantial improvement in the internal growth con­
ditions in the less-favoured regions and countries. Particularly, 
a substantial increase in the rate of return on fixed capital, 
stronger gross fixed capital formation and higher efficiency 
of investment are required to generate growth rates of econ­
omic activity similar to those prevailing in the 1960s. The 
realization of a dynamic business environment through ap­
propriate adjustment policies is the responsibility of national 
and regional authorities. Moreover,the efforts of the autho­
rities in the disadvantaged regions and Member States would 
be assisted by a sustained and effective financial support by 
Community resources and by higher and sustained economic 
growth in the Community as a whole. 

The economic effects of the Community's financial support 
may be viewed as being of three types : 

(i) microeconomic effects. At this level, the transfers are 
aimed at a specific resource-allocation effect, through 
financing specific projects or programmes; 

(ii) mesoeconomic effects. Here the transfers relate to funds 
that contribute to regional or sectoral programmes that 
have a broader objective; here can be mentioned the 
transitional measures which should cushion the possible 
negative redistributive effects for the poorer regions of 
the completion of the internal market. The developing 
regions will be given the means of overcoming their 
current structural handicaps of a lack of basic infra­
structures; 

(iii) macroeconomic effects. Both the amounts received as 
transfers from the Community's structural Funds as 
well as the loans received via its financial instruments 
relieve the balance-of-payments constraint of the recipi­
ent countries. In this connection, the important macro­
economic difference between the two kinds of resources 
is that structural Funds, being unilateral transfers, allow 
higher imports of goods and services without deteriorat­
ing the current account, while the financial instruments, 
being loans, allow the sound financing of a higher 
curren t-acco un t deficit. 

The overall influence on economic activity of the Com­
munity support passes through the macroeconomic counter­
part of the easing of the external constraint. This is not 
directly linked to the use of the financial support on a 
microeconomic level, which obviously should be efficient. 
Instead, how the macroeconomic counterpart is effectively 
used will depend largely on the macroeconomic strategy of 
the country under consideration. If the additional margin 
of manreuvre which results from the inflow of Community 
resources goes exclusively into consumption expenditures, 
the global effect of the financial support will be limited to 
the transfer effect. It would mean that the Community 
support enabled an increase in final demand by alleviating 
the external constraint. Through the workings of the multi­
plier and accelerator mechanisms this would induce a certain 
improvement in the growth performance of the country 
under consideration but would not represent a full utilization 
of the opportunities offered. 

Beyond this pure transfer effect goes, however, the aim of 
transforming the deployment of Community resources into 
a higher share of investment in GDP and higher efficiency 
of investment in the recipient countries. In order to achieve 
this, internal structural and macroeconomic policies should 
be geared towards increasing the profitability of fixed capital 
and in general towards the creation of improved supply and 
demand conditions. Paying due attention to the micro- and 
meso-effects should also enhance the efficiency of invest­
ment. Only in this way, the doubling of the structural Funds 
and financial instruments can deliver its full benefits in terms 
of higher and sustained rates of economic activity. 
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3.2. Possible effects of doubling of the Com­
munity financial support 

The figures presented in Table 5 - based on some rough 
working hypotheses - indicate orders of magnitude of the 
future evolution of the Community's financial support for 
the poorer regions. The amounts of the grants in 1992 1 

are effectively decided, but for the loans the amounts are 
reasonable assumptions. It is assumed that both grants and 
loans to the less-favoured Member States double in real 
terms by 1992. The figures presented in Table 5 are not 
intended to be - indeed cannot at present be - a serious 
forecast: Table 5 only yields points of reference for dis­
cussion. 

In order to quantify the possible impact of the substantial 
increase of the structural Funds and the financial instru­
ments, some additional hypotheses must be made. Firstly, it 
is supposed that the increase in the resources is equally 
spread over the next five years, to attain its full amount only 
by 1992. Furthermore it is assumed that economic policies 
succeed in raising the investment to GDP-ratio in the poorer 
countries by the full amount of the additional Community 
financial support. 

Table 6 presents the results of a very simple, mechanical 
· calculation to illustrate the possible effect on these countries' 

growth performances. It is clear that the results of these 
calculations can only serve as a first indication. As a first 
step, it is assumed that - with regard to the base-line 
projections - the marginal capital productivity is not 
changed as a result of the increased investment performance. 
The implications for the growth rates of the four countries 
are shown in Table 6. 

As can be seen in Table 6, the result is only a minor increase 
of the GDP growth-rate of the poorer countries. The basic 
hypothesis is, however, likely to be too pessimistic. Past 
experiences (see also Graph 1) suggest that an increase in 
the investment to GDP-ratio is usually accompanied by an 
increase in the marginal productivity of capital. In order to 
illustrate in a quantitative manner the potential impact of 
the doubling of the Community support, it is assumed that 
the marginal productivity of capital gradually increases up 
to the level it reached in the period 1961-73, which corre­
sponds to the first successful catching-up process. This is an 
optimistic hypothesis, the realization of which necessitates 

1 The Council decision stipulates a doubling of the structural Funds by 
1993 .. However, as the end-year of the medium-term projections is 1992, 
all estimates are made for the period 1988-92. 
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important efforts in the field of macro- as well as microecon­
omic policies in the countries concerned. The implications 
of this mechanical calculation for the growth performance 
of the poorer countries are shown in Table 6. 

The results argue in favour of the feasibility of a renewal of 
the catching-up process over the next 10 to 15 years. For 
the period 1988-92, the revealed rates of growth of GDP per 
capita are broadly speaking of the same order of magnitude 
as those recorded during the 1960s in the four poorer Mem­
ber States. A comparison of these results with the estimated 
medium-term developments of EUR 12 (see Table 2) indi­
cates that the differential in growth of GDP per capita 
between the four poorer countries and EUR 12 could am­
ount to some 3,0 percentage points, against 2,3 percentage 
points over the first catching-up period ( 1961-73). 

The average rate of growth of GDP over the period 1988-
92 does not fully reflect the impact of the doubling of 
the Community resources, because of the assumed gradual 
increase of the financial support, which implies that the total 
effect will only be reached by 1992/93. Hence, GDP rates of 
growth for 1992 are expected to be higher than the period 
averages. The 1992 figures give an idea of a possible long­
term growth path of the less-advanced countries provided 
that the size of the Community financial support remains 
unchanged and that economic policies preserve favourable 
growth conditions. 

A prudent but evident policy conclusion to be drawn from 
these results is that the stimulus which might be provided 
by the doubling of the Community financial support will, 
however, only be able to exert its full effects if it is part 
of a dynamic macroeconomic process, which comprises a 
significantly faster increase in the share of investment in 
GDP and in the efficiency of investment. Therefore, it re­
mains essential to pursue structural policies aimed at a 
greater adaptability of the markets and a further improve­
ment of profitability of fixed capital. In this connection the 
recommendations for supply-side policies contained in the 
most recent Annual Economic Reports remain entirely valid. 

4. Conclusions 

The decision at the Brussels European Council of 11 and 12 
February 1988 to double the budget commitments to the 
structural Funds between 1987 and 1993 demonstrates the 
Community's aims of contributing to a resumption of the 
catching-up process of the less-advanced regions and 
countries in the Community. 
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Table B6 ''!I 

Tentative indications about the possible effects of the doubling of the Community's financial support 

Investment share Marginal productivity GDP growth GDP per capita 
ofGDP(in %) of capital 1 rate growth rate 

(a) (b) (c) = (a) x (b) (d) 

1988-92 1992 1988-92 1992 1988-92 1992 1988-92 1992 

(I) Base-line projections 2 

GR 21,2 22,5 0,10 0,09 2,1 2,1 1,7 1,8 

E 25,6 27,6 0,18 0,17 4,5 4,8 4,1 4,4 

IRL 21,3 21,7 0,14 0,14 3,0 3,0 3,0 3,0 
p 31,7 34,8 0,12 0,12 3,9 4,2 3,4 3,6 

EUR4 25,6 27,5 0,16 0,16 4,1 4,3 3,7 3,9 

(2) Doubling of Community support is fully reflected in an increase of the investment to GDP ratio3 

GR 22,0 24,0 0,10 0,09 2,2 2,2 1,8 1,8 

E 25,9 28,1 0,18 0,17 4,7 4,8 4,2 4,4 

IRL 22,4 23,6 0,14 0,14 3,1 3,3 3,2 3,3 
p 33,2 37,3 0,12 0,12 4,0 4,5 3,5 3,9 

EUR4 26,6 28,3 0,16 0,16 4,3 4,5 3,9 4,1 

(3) Doubling of Community support is fully reflected in an increase of the investment to GDP ratio and 
the marginal capital productivity increases progressively until its 1961 - 73 level 3 

GR 22,0 24,0 0,19 0,27 4,2 6,5 3,8 6,1 

E 25,9 28,1 0,25 0,30 6,5 8,4 6,0 8,0 

IRL 22,4 23,6 0,15 0,19 3,4 4,5 3,4 4,5 
p 33,2 37,3 0,18 0,22 6,0 8,2 5,5 7,6 

EUR4 26,6 28,3 0,23 0,28 6,1 7,9 5,7 7,5 

I Measured as the absolute increase in GDP divided by investment. 
2 Medium•tcrm projections 1988-92, October 1988. See also footnote I on page I 19. 
1 ll is supposed that the doubling of the Community's financial support is equally spread over the next five years. as shown in Table 5. 
Source: Commission services. 

In the absence of supplementary Community financial sup­
port, growth of GDP per capita in the four less-advanced 
countries is expected to grow somewhat faster than in the 
Community on average over the medium term to 1992. 
However, the expected growth differential would not be 
sufficient to narrow the prosperity gap significantly. Instead, 
the doubling of the Community financial supports provides 
a chance for success in a resumption of the catching-up 
process. 

Although the Community resources appear to be an impor­
tant support for a durable resumption of the catching-up 
process, their availability in itself is not sufficient for that 
purpose. The resources should generate higher shares of 

investment in GDP and enhance efficiency. If the resources 
are purely used for increasing consumption in the less­
advanced countries, an important opportunity will be missed 
and the policy objective will not be met. 

The reinforcing of the Community's structural Funds as well 
as the further development of financial instruments would 
enable the Community to contribute more actively to achiev­
ing the aim of greater economic cohesion alongside the 
efforts undertaken by the Member States themselves. The 
rough indications presented in this note clearly show, how­
ever, that the full effects of the Community's financial sup­
port not only depend on a correct microeconomic utilization 
of these resources, but - and that is really essential - their 
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use must be accompanied by the appropriate macro­
economic and structural policies within the countries under 
consideration. 

High and sustained economic growth in the Community 
would undoubtedly be instrumental in accelerating this pro-

cess. It would, indeed, further alleviate the external con­
straint on domestically engineered faster growth in the less­
advanced countries. On the other hand, progress towards 
more convergence would also contribute to higher economic 
growth in the Community as a whole. 
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The European financial area: situation and outlook 

Introduction 

To achieve an integrated financial area, which forms part 
of a much larger whole of completing the internal market 
and strengthening economic and monetary cooperation, 
there must be free movement of capital, a sufficiently homo­
geneous network of institutions and financial services and 
an increasingly high degree of stability in exchange relations 
between Member States. Progress has been made in strength­
ening the EMS through the Basle and Nyborg agreements 
which, in addition to technical measures, introduced a new 
more cooperative concept as to how the EMS should be 
managed. This advance enabled the Commission to present 
proposals to progress in the area of capital liberalization. A 
new Directive was adopted in June 1988 which extends 
liberalization to all capital movements (including short-term 
transactions). The new Directive is to be fully implemented 
by I July 1990 with four Member States authorized to 
maintain certain restrictions until the end of 1992. Advance 
on a common approach to the exercise of the freedom to 
provide financial services has still to be accomplished. A 
number of proposals based on the mutual recognition of 
national rules and 'home-country control' are being exam­
ined by the Council and proposals on the approximation of 
taxes on savings are being formulated . The logic of the 
large market points to further stabilization of exchange-rate 
relations and ultimately to economic and monetary union. A 
high-level Committee has the task of studying and proposing 
concrete steps here which will be examined by the Madrid 
European Council in June 1989. 

1. The objective of an integrated financial area 
in the Community1 

With the adoption of the Single European Act, the Com­
munity has set itself the objective of completing its large 
internal market by 1992. The market must assume its full 
financial dimension. This necessity is clearly affirmed in the 
Single Act, since the objective of free movement also applies 
to capital and financial services; it is inherent in the economic 

1 European Economy, No 36, May 1988, dealt with this subject. 

logic behind the establishment of the single market which is 
to ensure the more efficient mobilization and allocation of 
resources; it forms part of the world financial system's rapid 
advance towards internationalization, globalization and 
innovation which the Community cannot ignore but must 
exploit for the benefit of its economic development. 

If a genuinely integrated financial area is to be achieved in 
the Community, three conditions must be met. 

1.1. The free movement of capital 

First, it is essential that the free movement of capital - i.e. 
of the goods exchanged on financial markets - is assured. 
Unlike the other freedoms laid down in the Treaty, the 
freedom of capital movements is not directly applicable: it 
is up to the Council, acting by a qualified majority, to 
determine the pace of liberalization and the procedures 
involved by issuing Directives adopted on the basis of pro­
posals from the Commission. The Directive adopted in June 
1988, which establishes the principle of the full liberalization 
of capital movement and lays down the timetable and de­
tailed procedures for implementing it, marks the completion 
of a legislative process which had long been at a standstill 
and the Commission's conclusion, within the brief timescale 
which it had set itself, of the programme laid down in May 
1986.2 

The freedom of capital movements gives a resident of a 
Member State unrestricted access to the financial system of 
another Member State in order to effect any investment, 
lending or borrowing operation in accordance with the tech­
niques and the instruments available in that system. Apart 
from this essential aspect of broadening and diversifying 
financial choices, the establishment of the full convertibility 
of the European currencies with one another means the 
abolition of authorization procedures for the purpose of 
verifying the nature and genuineness of transactions: these 
procedures still inhibit liberalized operations, including cur­
rent-account operations, so Jong as restrictions remain on 

2 Communication from the Commission to the Council, 'Programme for 
the liberalization of capital movements in the Community' , COM(86) 
292 final. 
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certain capital movements; convertibility therefore permits 
the substantial simplification of payments in the Com­
munity, which is another necessary condition if the single 
market is to function. 

1.2. A homogeneous network of institutions 
and financial services 

Second, it must be possible for the freedom of capital move­
ments to exist throughout the Community, with no break 
in continuity, by means of a sufficiently homogeneous net­
work of institutions and financial services. While the free­
dom of establishment and the freedom to provide services 
are already established in the Community, it is therefore 
necessary, for a sector of activity which is generally closely 
supervised by the public authorities, that a more homo­
geneous regulatory and prudential framework is established 
which at the same time ensures a satisfactory level of protec­
tion for savers, a high degree of transparency and infor­
mation for investors, the solvency of financial intermediaries 
and equal conditions of competition on the financial mar­
kets. 

. There can be no genuine financial integration so long as 
there is a danger that investments made in a Member State 
other than that of residence may be subject to double tax­
ation or tax discrimination; so long as a company has to 
comply with different rules and formalities, for example 
when it issues securities simultaneously in several Member 
States; so long as a saver is not sure if a financial institution 
of another Member State provides the same minimum 
guarantees as those which he expects from a national insti­
tution. 

1.3. A high degree of stability in exchange-rate 
relations 

Lastly, the proper functioning and the viability of the inter­
nal market demand that an increasingly high degree of 
stability be sought in exchange relations between Member 
States. Otherwise, the benefits expected, in terms of the 
better allocation of resources, from the free movement of 
persons, goods, services and capital, would be seriously 
compromised by the volatility and the overshooting of ex­
change rates. The greater potential mobility of capital would 
not be accompanied by the greater substitutability of finan-

134 

cial assets, because of the existence of high exchange risk 
premiums. In a situation of freedom of trade, in which in 
particular the use of permanent and systematic exchange 
controls will no longer be possible, exchange-rate discipline 
must be based on price stability, closer convergence of econ­
omic performance and strengthened cooperation in the defi­
nition and the conduct of economic and monetary policies. 

The process of financial integration set in train by the 
Community is therefore far more ambitious than the cre­
ation of a mere financial free-trade area. It forms part of a 
much larger whole which concerns both the completion of 
the internal market and the strengthening of economic and 
monetary cooperation between the Member States. 

2. The progress which has been made 

2.1. The strengthening of the European Monet­
ary System 

At the end of I 986, the dollar's decline and inadequate 
coordination of the European central banks' intervention 
and interest-rate policies, in response to the severe strains 
which had become apparent within the EMS, resulted in the 
January I 987 realignment which took place in a atmosphere 
of political acrimony. The Council was aware of the imper­
fect control of external and internal factors which had led 
to this event, and assigned to the Committee of Governors 
and the Monetary Committee the task of examining meas­
ures to strengthen the operating mechanism of the EMS. 
The objective was, first, to prevent tensions of the type which 
occurred in 1986 from regularly resulting in realignment, 
because of insufficient coordination and, second, to 
strengthen the EMS in the context of the liberalization of 
capital flows. At its informal meeting in Nyborg in Sep­
tember I 987, the Council took note of the agreement reached 
within the Committee of Governors on these matters and 
agreed on certain measures to strengthen convergence. 

Taken as a whole, the Basle and Nyborg Agreements consist 
of two sets of measures: 

(i) the existing rules on three areas are amended. First, the 
duration of very short-term financing (VSTF), intended 
for interventions at the margin, was extended by a 
month, taking the maximum from two and a half to 



three and a half months and the ceiling for automatic 
renewal was doubled (200 % of the debtor quota laid 
down in the short-term monetary support mechanism); 
second, it was agreed that there would be a presumption 
that very short-term financing would be available for 
intra-marginal intervention on certain conditions; third, 
the acceptance limit on ecu for the repayment of a 
VSTF debt, until then limited to 50 % of the amount 
of that debt, was increased de facto to I 00 %; 

(ii) improved surveillance of economic and monetary vari­
ables, both and medium term. The purpose of medium­
term surveillance on the basis of ad hoe indicators, 
compatible with those developed by the Group of 
Seven, is both to avoid inconsistencies in the definition 
of each Member State's policies and incompatibilities 
between the different national policies. It would also 
detect the emergence of situations which might create 
the risk of conflict. 

Short-term surveillance has more to do with the day-to-day 
management of the system since it is intended to withstand 
short-term pressures by means of the coordinated and rapid 
deployment of all the monetary instruments available to the 
central banks. These are, in particular, a closer coordination 
of interest rates and policies governing intervention on the 
foreign exchange markets, and a more flexible management 
of exchange rates within the fl~ctuation bands. 

In addition to these technical details, the Baste and Nyborg 
Agreements introduce a new, more cooperative, concept as 
to how the EMS should be managed. 

The stock-market crisis at the end of 1987 provided the 
opportunity for putting this new concept into practice more 
rapidly than had been foreseen and for demonstrating its 
effectiveness. For, whereas in the third quarter inflationary 
strains and the dollar's recovery had led to generalized 
interest-rate rises, the sudden drop in share prices led to an 
easing of United States and Japanese monetary policies. The 
combination of these two events generated a monetary crisis 
which resulted in the dollar falling 9 % against the ecu 
between 15 October and 23 December, with monetary and 
capital flows leading to severe strains within the EMS, par­
ticularly between the German mark and the French franc. 

At the beginning of November, the Bundesbank and the 
Bank of France jointly decided to adjust interest rates in 
opposite directions: the Bundesbank lowered its securities 
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repurchase rate by three-tenths of a percentage point; the 
Bank of France raised its intervention rates by three-quarters 
of a percentage point. These changes had been preceded by 
a quarter point fall in the Nederlandsche Bank's discount 
rate. At the same time the new Community mechanism 
for financing intra-marginal interventions was brought into 
operation while the Bank of France allowed the franc to 
slide against the German mark. The guilder followed the 
mark whereas the Belgian franc and the lira shadowed the 
franc. As a result of all these measures it was possible 
not only to defuse speculation immediately, but to defeat 
expectations of a realignment and gradually to return to the 
pre-crisis situation. At the beginning of 1988, interest rates 
were back to their original level and the French franc had 
strengthened against the German mark. 

During 1988, several factors influenced the behaviour of 
currencies and made it easier for the currencies participating 
in the EMS exchange rate mechanism to stabilize. 

The stock-market crisis at the end of 1987 did not, as had 
been feared, result in an economic slowdown, and so made 
it easier to strengthen international monetary cooperation 
by means of the Group of Seven decisions of December 1987 
(Second Louvre Agreement) and April 1988. The dollar's 
recovery since the beginning of the year, against the back­
ground of a gradually diminishing United States trade defi­
cit, later on made it possible to reduce any strains which 
might have arisen between currencies of the EMS exchange­
rate mechanism. The management of the dollar's recovery 
resulted in numerous coordinated intervention operations 
and in the various currencies moving within the fluctuation 
bands as dictated by necessity. 

The Bundesbank's dotermination to check the rise of the 
dollar created the problem of how to manage the reper­
cussions of such a policy in the EMS. This was reflected in 
July and August by coordinated interventions on the foreign­
exchange markets, and since 25 August, by a concerted rise 
in interest rates in the Federal Republic of Germany, France, 
Belgium, Italy and the Netherlands. At the same time, the 
relative positions of the currencies have altered within the 
fluctuation bands. In the context of strict control of monet­
ary policies in Europe, the recent turnaround in the move­
ment of the dollar only created mild tensions within the 
EMS which were manageable according to the principles 
outlined above. 
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2.2. The establishment of a regime for the full 
liberalization of capital movements 

The measures to strengthen the EMS adopted in Basle and 
Nyborg meant that in November 1987 the Commission was 
able to present proposals designed to promote the creation 
of a European financial area. On the basis of these proposals 
the Council adopted two texts in June 1988: 

(i) a Directive fully liberalizing capital movements; 

(ii) a Regulation establishing a single facility providing 
medium-term financial support for Member States' bal­
ances of payments. 

2.2.1. The new Directive liberalizing capital movements 

The Directive which has been adopted provides for abolition 
of all restrictions on the movement of capital taking place 
between persons resident in Member States. 

As Community law stands at present, the only capital move­
ments which are unconditionally liberalized are those linked 
to the other basic freedoms (the right of establishment, and 
the free movement of goods, services and persons) and 
medium- and long-term financial operations (the acquisition 
and issue of shares and bonds). The new Directive extends 
liberalization to monetary or quasi-monetary operations 
(financial loans and credits, current- and deposit-account 
operations and operations in securities and other instru­
ments normally dealt in on the money market). 

The new Directive is to be implemented within two years 
(I July 1990). However three Member States (the Federal 
Republic of Germany, the Netherlands and the United 
Kingdom) are already applying the provisions of the Direc­
tive. Four other Member States (Spain, Greece, Ireland 
and Portugal) will be covered by transitional arrangements 
authorizing them to maintain certain restrictions until the 
end of 1992. Also, Belgium and Luxembourg will be able to 
maintain their dual exchange market until that date, pro­
vided that the exchange rates on the two markets show 
no appreciable and lasting differences between each other. 
Between now and 1990, Denmark, France and Italy are 
therefore the countries which will have to extend their rules 
on the liberalization of capital movements so as to comply 
with the new Directive. The four Member States covered by 
transitional arrangements will have to use this period to 
phase out the restrictions they maintain (by observing the 
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time-limits laid down in the Act of Accession or in the 
safeguard clauses authorizing certain of these restrictions) 
and to adapt their financial system to conditions of openness 
to the outside world. 

The enacting terms of the new Directive contain a specific 
safeguard clause permitting a Member State to reintroduce 
restrictions on short-term capital movements for a maximum 
period of six months, where that Member State is experienc­
ing disturbances to its monetary or exchange-rate policy. 
These measures must, in all circumstances, be authorized by 
the Commission, but the Member State may, on grounds of 
urgency, introduce them as a precaution. 

This new procedure is a useful addition to those laid down 
in the Treaty which are designed to meet different circum­
stances: balance-of-payments difficulties in the case of Ar­
ticles 108 and 109; disturbances in the functioning of the 
capital market in the case of Article 73. 

The Directive also authorizes Member States, within certain 
limits and under Community supervision, to adopt or main­
tain monetary policy measures which are necessary to regu­
late bank liquidity and which may have an effect on capital 
movements carried out by banks. 

The new Directive contains certain provisions covering re­
lations with third countries where capital movements are 
concerned. The principle of liberalization erga omnes is rec­
orded in the enacting terms. The Member States must en­
deavour to achieve, in their relations with third countries, 
the same degree of liberalization as that attained within the 
Community. This provision demonstrates the desire to open 
up the Community financial area but nevertheless does not 
prejudice the application of other provisions which exist or 
may be adopted in related areas (right of establishment, 
supply of financial services and admission of foreign securit­
ies to domestic capital markets) and which in particular 
require third-country reciprocity. 

The Directive also envisages the possibility of the Com­
munity acting in concert in response to external monetary 
or financial shocks. Consultations will take place within the 
Monetary Committee and the Committee of Governors of 
the central banks on the initiative of the Commission or of 
any Member State. They relate to any measures which could 
be taken to resolve the difficulties encountered. These would 
chiefly be coordinated monetary and exchange-rate policy 
measures. However if these were to prove insufficient, the 



possibility of the concerted regulation of short-term capital 
movements to or from third countries is not ruled out. 

These provisions taken together, reflect the gradual estab­
lishment of the Community's financial and monetary ident­
ity vis-a-vis the rest of the world. 

2.2.2. The renewed medium-term financial support facility 
(MTFS) 

The Regulation which has been adopted amalgamates the 
two existing instruments providing medium-term balance of 
payments support : medium-term financial assistance and 
the Community loan mechanism. 

The purpose of the facility is to enable medium-term loans 
to be granted to a Member State in difficulties or seriously 
threatened with difficulties as regards its balance of pay­
ments. Financial support can also be granted in order to 
make it easier for a Member State to implement a pro­
gramme of capital liberalization despite a fragile balance­
of-payments situation. 

The Council, acting by a qualified majority on a proposal 
from the Commission, will decide whether to grant the loan, 
the amount of the loan, its duration and the economic policy 
conditions attaching to it. The Commission, in collaboration 
with the Monetary Committee, will monitor the economic 
conditions laid down. The principle adopted is for the loan 
to be paid in successive instalments. 

The ceiling for loans which can be granted under this facility 
has been set at ECU 16 OOO million; as a rule, funds of up 
to a maximum of ECU 14 OOO million would be provided 
by Community borrowings on the capital markets. If bor­
rowing on the market were to prove difficult or if the 
maximum of ECU 14 OOO million set for this method of 
financing had been reached, Member States would be called 
upon to contribute within the limits of the ceilings for credits 
previously established for medium-term financial assistance 
(a total of 13 925 OOO million). 

The European financial area: situation and outlook 

3. The tasks still to be accomplished 

3.1. Completion of the free movement of finan­
cial services 

The mobility of capital made possible by the lifting of 
exchange controls requires the support of a homogeneous, 
efficient and safe network of financial services on a Com­
munity scale. For the most part, the movement of capital 
operates via financial intermediation or via markets, which 
are run by professional intermediaries or to which they 
provide access. 

The freedom of establishment and the freedom to provide 
services are applicable de Jure in the Community by virtue 
of the Treaty. Nevertheless, in a tightly regulated industry 
such as the financial services industry, the exercise of these 
freedoms is in practice limited by differences between na­
tional provisions governing this type of activity. The creation 
of an integrated financial area makes it necessary to do away 
with this compartmentalization and endeavour to make the 
Community's financial system more competitive as a result 
of keener competition between intermediaries and economies 
of scale and the wider range of services offered by a larger 
market. The users of financial services will be the first to 
benefit from the resultant productivity gains because of the 
lower intermediation costs 1 and the better quality of the 
services provided. Negotiations have begun under the aus­
pices of GA TT to achieve greater freedom of trade in this 
area, but it is also important for the Community, which is 
the world's leading exporter of financial services, far ahead 
of Japan and the United States, to consolidate its position 
and to maintain the dynamism of this sector. 

The approach adopted by the Commission is that of mutual 
recognition of national rules on the basis of minimum har­
monization, together with the principle of 'home-country 
control' of the provision of financial services. It should, 
however, be stressed that minimum harmonization does not 
mean systematic alignment on the most flexible rules. 

1 On this subject see European Economy, No 35, March 1988, 'The econ­
omics of 1992', pp. 87-94. 
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Admittedly, the opening-up of national financial systems to 
the outside world makes a measure of deregulation inevi­
table. An entire body of rules becomes more difficult to 
apply, because they are easier to circumvent. These include 
regulations covering the segmentation of financing channels, 
the specialization of financial institutions, the standardiza­
tion of financial techniques, credit controls, and administrat­
ive price-fixing for financial services. The Community must 
encourage this trend in its concern to guarantee the competi­
tiveness of European institutions and financial markets. 
Unless it is willing to accept the beginning of a dangerous 
process of 'competitive deregulation' leading to the surren­
der of control, the Community must guarantee the stability 
and reputation of its financial area. The deregulation which 
sweeps aside obsolete rules must therefore be matched by a 
re-regulation which takes account of the new risks emanating 
from the international environment. 

Important measures have already been taken along these 
lines and will have to be added to by stages until the 1992 
deadline. Thus, a common approach to banking supervision 
at Community level is being developed, consisting of the first 
Directive on banking coordination and Directives relating to 
surveillance on a consolidated basis and to the consolidated 
accounts of banks; proposals presented to the Council for 
Directives on mortgage credit, own funds, the winding up 
of credit institutions, and the publication of accounting 
documents of foreign branches; Commission recommen­
dations on the trentment of large exposures, and deposit 
guarantee schemes. 

A proposal for a second Directive on banking coordination 
was also presented to the Council in February. It represents 
the centre piece of Commission proposals relating to the 
banking sector in the light of the completion of the internal 
market by 1992. In parallel with the liberalization of capital 
movements and the other supporting instruments in the 
banking field mentioned above, its objective is to create a 
genuine internal market in banking by removing the last 
obstacles to freedom of establishment in the banking sector 
and by permitting complete freedom to provide financial 
services, on the basis of a single authorization valid through­
out the Community. 

Work deriving from the same approach has also been con­
cluded or is continuing in respect of securities markets, 
undertakings for collective investment in transferable secu­
rities, and the insurance industry. 
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3.2. The approximation of schemes concerning 
tax on savings 

In a situation of full liberalization, capital movements could 
be influenced to a greater extent by tax considerations. 
When the new Directive liberalizing capital movements was 
adopted, it was agreed that the period laid down for applying 
the Directive must be put to advantage to define within 
the Council, taking into account in particular the Member 
States' budget and tax constraints, the measures to eliminate 
or attenuate the risk of tax distortions, evasion and avoid­
ance linked with the diversity of the national schemes con­
cerning tax on savings and monitoring of their application. 
The enacting terms of the new Directive provide that the 
Commission will submit proposals on this matter by 31 
December 1988 and that the Council will decide by 30 June 
1989 at the latest. 

3.2.1. The risk of tax evasion 

By giving residents the right to hold accounts abroad, and 
to use these accounts to manage their assets without having 
to repatriate claims and incomes acquired abroad, the full 
liberalization of capital movements involves a greater risk 
of tax evasion. Each Member State could provide a tax 
haven for the residents of other Member States to the extent 
that the system of taxation applicable to non-residents' 
operations was, in fact or in law, less strict than the system 
applied to operations by residents. 

The Member States which still maintain exchange restric­
tions and tax savings at a relatively high level while imposing 
strict controls fear the losses of tax revenue which could 
arise from this situation for evident budgetary reasons and 
for reasons of equity in apportioning the tax burden. A 
second though less acute concern is that financial interme­
diation will move to markets where taxation is less heavy or 
less strictly applied to non-residents, with national inter­
mediaries being instrumental in bringing about this move 
through their establishments abroad. Although this could 
well lead to financing channels being diverted through for­
eign centres, this type of tax avoidance should not, however, 
have a major effect on the final allocation of saving which 
would still be governe~ by economic considerations of yield 
in relation to risk, according to the type of investment and 
the place where the investment is made. 



In preparing the proposals which the Commission will have 
to present in this area, three types of solution, not mutually 
exclusive, could be examined : a closer cooperation between 
tax authorities, a requirement on banks to declare to the 
tax authorities the income which they distribute, and the 
generalization and harmonization of withholding taxes on 
income from capital. 

3.2.2. The elimination of discriminatory treatment and tax 
distortion 

The free movement of capital means the abolition of actual 
restrictions on capital movements but also of discriminatory 
treatment, in particular tax treatment, based on the national­
ity or the place of residence of the parties or on the place 
where capital is invested. It is therefore important to identify 
the tax measures which, because of their discriminatory 
nature, perpetuate the divisions between national financial 
markets and to arrange for them to be gradually dismantled 
in cooperation with the Member States. 

More generally, the growing interpenetration between na­
tional financial areas should lead to a de facto approximation 
of tax systems. The creation of a European financial area 
should provide the opportunity for joint consideration of 
the principal options for modernizing the systems of taxation 
applying to companies, savings and capital. 

4. The debate on economic and monetary union 
and the single internal market 

The debate on economic and monetary union initiated with 
the Single Act has been given new impetus by the improve­
ment in convergence between the Community countries, the 
continuation of the process, throughout the world and in 
the Community, of deregulating capital markets and of its 
corollary, the increase in the volume and the volatility of 
capital flows, and the challenge of completing the enlarged 
international market by 1992. 

When the Single Act was being negotiated, it became appar­
ent that monetary cooperation was an important stumbling 
block in the internal market project. As a result, the objective 
of economic and monetary union, already envisaged during 
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the preceding decade was inserted into the preamble to the 
amended Treaty, and a new Article 102a was introduced 
which states that the strengthening of monetary cooperation 
must take account of the experience acquired within the 
framework of the EMS and in developing the ecu and shall 
respect existing powers in this field. Studies on the economic 
and monetary consequences of the single internal market 
pinpointed the problems of compatibility between establish­
ing the free movement of goods, services, persons and capi­
tal, retaining national autonomy in the implementation of 
economic and monetary policies, and a system of stable 
exchange rates. In this trio of options, the choice of two of 
them rules out the third. 

The decisions with regard to the free movement of capital 
have been taken. The measures still to be taken with regard 
to the freedom to provide financial services will complete 
the process ensuring that the movement of capital will be 
completely free within the Community by 1992. Capital 
flows will, inter alia, be determined by any differences which 
exist or are anticipated in the matter of remuneration be­
cause of monetary, tax or legal factors, allowing for the 
anticipated exchange risk. So, the free movement of capital 
creates additional economic policy constraints, with any 
divergence from the partner countries provoking capital 
flows which, depending on the case, will result in tensions 
either on exchange rates or on monetary policies. 

One of the aspects of the single internal market is to improve 
the economic environment in which European firms operate, 
and in particular the conditions of competition. Any change 
in exchange rates resulting from speculative capital flows 
will produce distortions in relative prices and, as a result, 
in the conditions of competition. Harmonization of the 
competitive conditions of European firms is therefore an 
argument in favour of the reinforced stabilization of ex­
change rates in parallel with the implementation of the single 
market, whatever the merits and the performance of the 
EMS with its present characteristics. 

The logic of the single market thus points towards economic 
and monetary union, against a background which is radically 
different from the one which existed at the time of the 
Werner Report, when this subject was first approached, and 
the credibility which now attaches to completing the internal 
market requires that the Community has a clear vision of 
the objective to be attained and the means of doing so. 

This is why the Hanover European Council decided to 
entrust to a Committee, chaired by Mr Jacques Delors, 
President of the Commission, the task of studying and pro-
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posing concrete stages leading towards economic and monet­
ary union. This Committee consists of Governors of the 
central banks, another member of the Commission, and 
three independent experts. 
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The proceedings of the Committee are to be completed in 
time for them to be examined by the Madrid European 
Council in June 1989. 



Box : Position of the Community in the market for international 
bond i-.es and banking transactions 

The purpose of the four figures below is to give an idea of the 
importance of banking and finance in the Community and of 
the extent to which certain borrowers use the financing capacity 
of the Community. 

Figures I a and 1 b compare the capital markets outside the 
Community to those within. The capital market is here defined 
as the total of medium- and long-term private and public issues 
of international and foreign bonds. The Community capital 
markets are then identified as those international bonds issued 
in one of the currencies (including the ecu) of the Member States 
and foreign bonds issued in the domestic market of one of the 
Member States. Similarly, the non-EEC markets are represented 
as those international bonds denominated in a non-Community 
currency, the dollar and the yen being the most important, and 
foreign bonds not issued in a Member State, Switzerland being 
the main country of issue. 

In 1987, the volume of bonds issued outside the Community 
market amounted to USD 134, I billion, compared to USD 46, 7 
billion in the Community capital market (Figure la). 

Residents of the Community are important borrowers on the 
international bond markets. Figure lb indicates the 12 Member 
States as the most important destination of funds. In 1987, 
residents of the Community borrowed USD 59,6 billion, 48 % 
of which on their own market. The Community preference of 
the residents increased considerably in recent years. In 1985, 
only 27 % of the financing needs in terms of international and 
foreign bonds were satisfied by the Community's own capital 
market. The attractiveness of the Community for Japanese and 
American borrowers remains low: between 5 and 12 % of their 
total external financing needs in international and foreign bonds 
is covered by the Community. 

The European financial area: situation and outlook 

Similar observations can be made for the banking market: 
resident banks of the Community occupy an important place in 
the world (Figure 2a). The total of their external assets vis-a-vis 
the banking and non-banking sector amounted to USD I 921,6 
billion in December 1987 against USD 2 276,5 billion for the 
other banks reporting to the Bank for International Settlements. 
It is worthwhile noting that about 75 % of the external assets 
of the banks are vis-a-vis the banking sector. 

Concerning the use of the Community banking system by resi­
dents of the banking and non-banking sector of the Member 
States, Figure 2b indicates that almost 60 % of their external 
financing needs are covered by banks in the Community. Banks, 
firms and households of Japan and the United States use the 
banking system of the Community proportionally less: in 1987, 
about 40 % of their external bank borrowing was supplied by 
banks in the Community. 

Nevertheless, the use of the Community banking system by 
Japanese and American operators is still relatively large and can 
be explained by the presence of numerous banks of both 
countries in the Community and the ease with which European 
banks can use the dollar to accommodate their overseas clients. 
More than half of the external assets of the banks are denomi­
nated in dollars. This means additionally that a large part of 
the external assets of the Community banks vis-a-vis clients of 
Member States are denominated in a third currency. 

Summarizing, we can say that the financing possibilities offered 
by the capital markets and by the banks of the Community are 
considerable and that resident borrowers of the Community 
express a growing preference for using them, especially in the 
bond market. The international use of the Community banking 
system is already high, although the dollar largely dominates 
banking relations. 
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DK 
D 
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E 
F 
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L 
NL 
p 
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BFR 
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IRL 
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CAD 
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The Netherlands 
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Less-developed countries 
Million 
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New Community Instrument 
Overseas countries and territories 
Organization for Economic Cooperation and Development 
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Small and medium-sized enterprises 
Statistical Office of the European Communities 
Tonne of oil equivalent 
Not available 
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