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Abbreviations and symbols used

Countries

B Belgium

DK Denmark

D Federal Republic of Germany
GR Greece

E Spain

F France

IRL Ireland

I Italy

L Luxembourg

NL The Netherlands

P Portugal

UK United Kingdom

EUR 9 European Community excluding Greece, Spain and Portugal
EUR 10 European Community excluding Spain and Portugal
EUR 12 European Community, 12 Member States
Currencies

ECU European currency unit

BFR Belgian franc

DKR Danish krone

DM Deutschmark

DR Greek drachma

ESC Portuguese escudo

FF French franc

HFL Dutch guilder

IRL Irish pound (punt)

LFR Luxembourg franc

LIT Italian lira

PTA Spanish peseta

UKL Pound sterling

USD US dollar

SFR Swiss franc

YEN Japanese yen

CAD Canadian dollar

0s Austrian schilling

Other abbreviations

ACP African, Caribbean and Pacific countries having signed the Lomé Convention
ECSC European Coal and Steel Community

EDF European Development Fund

EIB European Investment Bank

EMCF European Monetary Cooperation Fund

EMS European Monetary System

ERDF European Regional Development Fund

EUA European unit of account

Euratom European Atomic Energy Community

Eurostat Statistical Office of the European Communities
GDP (GNP) Gross domestic (national) product

GFCF Gross fixed capital formation

LDCs Less-developed countries

Mio Million

Mrd 1 000 million

NCI New Community Instrument

OCTs Overseas countries and territories

OECD Organization for Economic Cooperation and Development
OPEC Organization of Petroleum Exporting Countries
PPS Purchasing power standard )
SMEs Small and medium-sized enterprises

SOEC Statistical Office of the European Communities
toe Tonne of oil equivalent

UA Unit of account

: Not available

— Nil
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Introduction and summary

Introduction and summary

1991-92: two years of slower growth

World economic growth practically ground to a haltin 1991:
+0,2% in real terms. Cyclical factors, reinforced by the
negative effects of the Gulf crisis, have pushed into recession
the economies of many important industrialized countries:
the United States of America, Canada, some EFTA
countries and the United Kingdom. In addition, the far-
reaching transformation occurring in Central and Eastern
Europe is inevitably provoking a temporary, but substantial,
decline in output in those countries: however, the impact on
the Community remains limited. The end of the recessionary
phase in output in some countries and a certain improvement
in world trade lead to the expectation of a recovery to
growth rates of about 2 % in 1992.

The economy of the European Community has also been
affected by these factors, but it has withstood them much
better than many other world regions. The fundamental
improvement in the functioning of the Community economy
which took place during the 1980s and the strong positive
growth impulses stemming from German unification have
ensured the continuation of growth, albeit at a reduced rate.
The rate of growth in the Community is estimated to drop
in 1991 to about 14 % from the 2,8 % recorded in 1990. 1992
should see a slight improvement of growth—about 2} % for
the Community as a whole—as the expected recovery in the
United Kingdom is offset by a slowdown in Germany once
the effects of unification peter out.

The current economic slowdown must be seen against the
backdrop of the strong growth which preceded it. The Com-
munity economy has been growing at a satisfactory pace
since 1984. The last few years have been characterized by
unusually high rates of growth of investment which were
difficult to sustain: in 1990 the amount of investment in
equipment made by Community firms was about 50 %
higher in real terms than that of 1984. The expectations
created by the internal market programme may, in 1987-89,
have led firms to bring investment forward in anticipation
of the actual internal market effects. These effects will be
felt in the years to come as the political and legislative
decisions already taken are implemented and lead to an
actual dismantling of the residual internal barriers.

Slower growth involves risks for the major
Community projects

The current economic slowdown carries a double economic
policy message for the Community.

Table 1

The EC economy — Key indicators

(annual % change, unless otherwise stated)

Average Average 1990  1991'  1992'  1993!
1983-87 1988-89

Real GDP 24 37 28 1,3 2% 2%
Inflation? 59 43 52 50 4% 4%
Real compensation per

head 1,3 1,6 23 20 1% 1%
Employment o1 16 14 05 Ya Ya
Unemployment

(% of active population) 10,5 93 84 86 9 9%
Budget deficit? (% of GDP) 4,9 3,3 4,1 44 4% 4Y

Current account balance
(% of GDP) 07 0 -02 -08 -1 —%

! Economic forecasts, autumn 1991.
2 Private consumption deflator.
3 General government net borrowing.

Source: Commission services.

(i) On the one hand, it represents an unwelcome develop-
ment which is reducing the margin for manoeuvre for
economic policy in many countries. The lower rates of
growth are leading, already in 1991, to an increase in
unemployment, thus bringing to a halt the continuous
downward trend evident since 1986. Social resistance to
change risks increasing as the positive consequences of
the present structural adjustment take more time to
materialize and thus become less visible than the tempor-
ary negative ones. Convergence is interrupted in the run-
up to economic and monetary union (EMU) and slower
growth further complicates the task of budgetary con-
solidation where this is still necessary and creates less
favourable conditions for a rapid catching-up process.

(ii) On the other hand, it constitutes a powerful reminder
that the economic policy adjustment which took place
during the 1980s, although substantial, was not sufficient
or complete. Wage moderation helped improve the pro-
fitability of investment which had deteriorated substan-
tially in the wake of the two oil-price shocks and of the
unsettled conditions which followed them. This positive
trend, however, came to a halt in 1990 when the correc-
tion was not yet complete. Further efforts are necessary
to bring investment profitability back at least to its level
of the 1960s.

The strong growth of 1988-90 was not exploited to
further the adjustment process where this was necessary.

3
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In some Member States the rates of inflation, even if
substantially reduced by comparison with the beginning
of the 1980s, were at the end of the decade still too
high for the stated ambition of moving rapidly towards
economic and monetary union. A sufficient level of
structural adjustment had not taken place. The strong
employment growth of 1988-90 led to unwarranted wage
increases in 1990 notwithstanding still high unemploy-
ment. Equally worrying is the situation in the budgetary
area. The strong rates of growth offered a golden oppor-
tunity, which was not seized, to take bold steps to
consolidate the budgetary position at little cost. In many
cases, strong consolidation would have helped in pre-
venting overheating with positive consequences on in-
flationary pressures. In some countries there remained
problems of external competitiveness as shown by con-
tinuing fragile external positions. Very often efforts were
interrupted too soon in this area as well.

The policies which have brought about the turn-round in
the performance of the Community economy during the
1980s must be implemented again with more determination.
In an interdependent world economy, healthy fundamentals
and a flexible economy go a long way towards ensuring that
the effects of adverse external developments do not put in
danger the pursuits of fundamental Community economic
policy objectives.

With appropriate policies, medium-term
perspectives remain good

The rate of growth of the Community economy is currently
expected to pick up to about 24 % in 1993. The slow pace
of the recovery constitutes a reflection of the fact that many
Member States are expected to embark upon policies aimed
at resuming the adjustment efforts. Under these conditions,
the Community economy could return to stronger rates of
growth sustainable in both economic and environmental
terms.

The processes launched with the great Community pro-
grammes—completion of the internal market, transition to
economic and monetary union, reinforcement of economic
and social cohesion—are irreversible. Bold decisions and
determined actions would have a substantial positive effect
on the confidence of economic agents and-give an immediate
impulse to economic growth.

The efforts to complete the internal market have resulted in
the most wide-ranging supply-side initiative in the history
of the Community. Most of the required decisions have been
taken. Their transposition into national law, however, is
lagging behind and a number of difficult issues have still to
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be solved. The recent agreement on the setting-up of a
European Economic Area will extend and reinforce the
effects of the internal market programme.

Economic and monetary union will result in an amplification
of the type of economic benefits that follow from the 1992
programme. Indeed, only a single currency will allow the
full potential benefits of the single market to be achieved.
The primary aim of EMU is therefore to strengthen the
integration of the Community and improve its economic
performance. After many years of remarkable progress, the
trend towards the degree of nominal convergence necessary
for a smooth transition to EMU has come to a halt in 1989/
90. Few Member States are yet in a position to make the
transition to EMU without considerable adjustment. Re-
cognizing the need to resume the movement towards greater
convergence, Member States have agreed to embark upon
ambitious convergence programmes. It is important that
these programmes be implemented in a resolute way. The
Member States in which the adjustment needs are still great
will be encouraged in their determination by a successful
and clear outcome of the Maastricht meetings, by the results
already achieved by their partners and by enhanced coordi-
nation procedures at the Community level.

The Community policy priorities require

a consistent implementation of appropriate
macroeconomic policies and policies

for structural adjustment

Continued efforts are required in all countries to improve
the flexibility of the economy. The coexistence of very high
overall levels of unemployment and bottle-necks in certain
sectors of the labour market suggest that greater efforts must
be deployed to improve training and reduce skill mismatches.
At the same time, greater flexibility will be needed both in
wage determination and the wage structure. It is important
to review wage-setting procedures so as to make them more
responsive to macroeconomic considerations and to the need
of furthering structural adjustment.

The Community, and the whole world, is facing a shortage
of savings which risks becoming more acute in the years to
come. Notwithstanding a subdued demand for investment
in the industrialized world, real long-term interest rates in
1991 are high which points to the fact that available savings
are insufficient to meet the demand for capital. This situation
risks becoming even less favourable once investment activity
picks up again and the huge pent-up capital demand from
Central and Eastern Europe translates into actual demand
for funds. Authorities should embark on a systematic review
of all structural impediments to saving.
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The single most important contribution to increased national
saving, however, would be a significant reduction in public
deficits in most countries. Various Member States (Greece,
Italy, Portugal, Belgium, the Netherlands, Ireland and Ger-
many) present, to different degrees, unsatisfactory budgetary
positions. These positions must be corrected to improve
macroeconomic conditions in the countries concerned and
to allow for a smooth transition to EMU. The necessary
progress towards these goals would also help to reduce
the overall shortage of savings and would ease the burden
presently carried by monetary policy.

The success of monetary authorities in preserving price and
exchange-rate stability within the Community has been ac-
knowledged by the markets and interest-rate differentials
among the EMS currencies have come down substantially.
They have all but disappeared at the short end of the market
between the currencies of the initial narrow-band partici-
pants. Under these conditions the room for manoeuvre at
the national level is extremely reduced. It is, therefore, all
the more urgent to move to full EMU. Given the continued
strength of inflationary pressures in the vast majority of
Member States, however, overall monetary policies should
remain cautious.

Given the constraints that the high degree of economic
integration and exchange-rate stability now prevailing in the
Community exert on monetary and budgetary policy, the
task of creating conditions conducive to a harmonious devel-
opment of all Community countries and regions falls more
on policies for structural adjustment. Such policies need to
be supported by appropriate policy measures in key sectors
of the economy to facilitate the required adjustment. Mem-
ber States and the Community must ensure that supply
conditions improve everywhere to create additional employ-
ment. Conditions must be created which will attract job-
creating investment where unemployment is high. Such con-
ditions would also contribute to the catching-up process
which could be further reinforced by a strengthening of the
Community’s cohesion policies. Better infrastructure, closer
cooperation, less-rigid labour markets and tax structures
which do not penalize entrepreneurial activities are all par-
ticularly important factors. Member States should give the
improvement of supply policies a prominent place in their
economic policy concept. Cooperation at the Community
level and supply-side policies in Member States are a necess-
ary complement to macroeconomic strategies.

Improvement of supply conditions must go hand in hand
with maintaining open and undistorted competition. Public
subsidies can threaten the functioning of a competitive mar-
ket process by confining specific advantages to competing
companies. In the run-up to EMU, State aids should come

under closer scrutiny to improve convergence. The Com-
mission strives to limit subsidization and to incorporate it
in a context of restructuring.

A commitment to increased discipline on subsidies would
also contribute to the achievement of a more open inter-
national trading system. A timely conclusion of the Uruguay
Round would not only ensure market access and reduced
protection in the traditional areas of trade negotiation but
also allow the extension of multilaterally agreed rules to
new areas of great relevance for the Community: services,
intellectual property rights and international investment. It
is important to improve access to our trade markets for
those products with which Central and Eastern European
countries can compete effectively on the world stage: agri-
culture, textiles, coal and steel. This improvement in market
access will not be carried out at the expense of existing
commercial relations with other partners, in particular de-
veloping countries. Only a strong, competitive and open
Community economy will be able to satisfactorily assist the
developing world and Central and Eastern Europe in their
development.

I — Economic situation and outlook

1. 1991: a phase of slower growth

1.1. A less dynamic world economy

Over the last two years the Community has had to operate
in an increasingly unfavourable economic climate. After
peaking in 1988 at around 4 %, the growth of world output
excluding the EC has been slowing continuously and was
near zero in 1991, the weakest rate since 1982. The growth
in the volume of world trade (again excluding the EC) has
declined even more from a rate in excess of 7 % in 1988 to
less than 2 % in 1991 (Table 2). The decline in activity has
been more pronounced than assumed at the beginning of
the year with the expected recovery less forthcoming. The
previous assessment of the economic outlook has been
clearly too optimistic.

1.2. A diversified growth pattern in the Community

The picture of the Community is rather differentiated: rela-
tively weak activity in France, Italy and a recession in the
United Kingdom, which seems to have reached its bottom,

5
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Table 2

Real GDP, domestic demand and world trade

(annual % change)

1981-85  1986-89 1990 1991! 1992! 1993!
GDP

World

(excluding EC) 2,6 38 1,8 -0,2 2,1 3,1
USA 2,9 3.5 09 -04 2,1 2,2
Japan 3,9 44 5,6 4,6 35 3,5
EC 1,5 3,2 2,8 1,3 22 2,4
/ Domestic demand

UsA 37030 05 -10 21 21
Japan 2,9 5,6 5,8 34 3.7 3,7
EC 0,9 4,2 2,9 1,1 2,2 2,6

World trade

World imports

(excluding EC) 3,0 6,0 3,0 1,8 51 6,1
German imports 1,6 6,1 11,4 12,8 5,0 4,7
EC imports? 2,0 8,8 4,7 2,5 5,2 5,5

Current account (% of GDP)

USA -12 -28 -16 —-01 -0,7 -—06
Japan 1,9 32 1,2 1,5 1,6 1,7
EC3 -0,1 05 -02 -08 -09 -08

! Economic forecasts, autumn 1991.
2 EC excluding Germany.
3 EC including unified Germany from 1991 onwards.

Source: Commission services.

contrast sharply with continued rates of expansion in Germ-
any, Luxembourg and Spain, while the other countries hover
between these extremes.

1.2.1. Continuing expansion, particularly in Germany, but at
a slowing rate

Germany continued its buoyant growth path under the im-
pact of the significant expansionary impulse of fiscal policy
stemming from unification. Fiscal policy gave a strong boost
to private consumption, while the investment performance
was underpinned by investors’ intentions to widen pro-
duction capacities in order to serve the market of the five
new Ldinder. These demand pressures could not be met by
domestic supply, which resulted in a strong spill-over to
foreign suppliers implying a swing in the current account
position from a surplus of 4,7 % of gross domestic product
(GDP) (West Germany) in 1989 to a deficit of 1,1 % of GDP
(unified Germany) in 1991.

6

However, even this strong external leakage of domestic de-
mand was not sufficient to prevent internal pressures from
developing. A number of factors, including indirect tax in-
creases, have contributed to an upward movement of the
price level. Core inflation crept up and inflation in West
Germany is now above 4 %. Wage agreements were con-
cluded that granted pay-rises of 6 to 7 %. With productivity
growth declining, this resulted in an increase of unit labour
costs of almost 6 % with profit margins declining, although
from high levels.

On account of the strong rise of transfer payments in the
context of unification, the fiscal balance has shifted from
equilibrium in 1989 to a deficit of 3,6 % of GDP in 1991,
despite revenue-increasing and expenditure-dampening
measures of about 2 % of GDP adopted in early 1991.

Since about mid-1991, the growth process has been losing
momentum as the expansionary impulse from unification is
petering out and as it had to be flanked with a restrictive
monetary policy intended to quell inflationary expectations.
Furthermore, the outlook for profitability has deteriorated
following the increase in unit labour costs. At the same time,
the capacity-widening effect of the investment of recent years
has led to some fall in the high rate of capacity utilization
since the spring of 1991. Although the danger of demand-
led inflation has eased somewhat, there are considerable
risks of tax and cost-push inflation implied in the present
fiscal policy choices, which have relied unduly on the revenue
side.

1.2.2. Slower growth in the rest of the Community

The United Kingdom registered a deep recession in 1991,
with GDP declining by close to 2 %. Private consumption
and particularly investment declined significantly under the
delayed influence of the restrictive monetary policy pursued
in 1989 and 1990 to cool off the overheating of the economy
in the previous consumer boom.

The rest of the Community registered a more subdued rate
of growth of 1,5 % compared to 2,7 % in 1990. Overall, it
was, in particular, the growth of private consumption and
exports which retreated, while investment even stagnated.
Confidence of consumers and industry has been low since
the outbreak of the Gulf crisis and has since shown a limited
recovery (Graph 1).

Investment stagnated for the first time after a particularly
strong investment boom during the last five years, in the
course of which the European capital stock grew by close
to 15% in real terms. Such a pause for breath was
almost unavoidable after the first wave of investment in
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anticipation of the completion of the internal market. The
effects of the internal market measures will be felt in the
years to come as the political and legislative decisions already
taken are implemented and lead to an actual dismantling of
the residual internal barriers (Table 3).

Table 3
Key indicators of the EC economy
(annual % change)

198387  1988-89 1990 19911 1992! 1993!
GDP growth 2,4 3,7 2,8 1,3 2,2 2,4
Employment 0,3 1,6 1,4 0,5 0,3 0,5
Real compen-
sation2 1,3 1,6 2,3 2,0 1.3 1,4
Inflation3 5,8 43 52 5,0 45 42
Real unit labour
costs -1 —1.0 0,5 06 -—-0,7 —-0,7
Investment 2,6 7,9 41 -0,5 2.2 3,7
of which:
equipment 4,9 9,9 47 -04 2,6 48

! Economic forecasts, autumn 1991.
2 Real compensation of employees per head (private consumption deflator).
3 Private consumption deflator.

Source: Commission services.

However, the dent in growth would have been more pro-
nounced in the absence of German unification. Indeed the
growth performance of the Community countries was
strongly sustained by the demand effects coming from the
German economic expansion. The total impact of German
unification on the other Community countries is estimated
at 0,5 of a percentage point per year on average over the
period 1990-91 (see box).

The slowdown in growth was largely cyclical in countries
such as Spain, Portugal, the Netherlands, Belgium, Luxem-
bourg, Ireland, Italy and France. The cyclical downswing
has brought out underlying structural weaknesses in some
countries. Italy and France would have had difficulty in
maintaining a more sustained pace of economic activity
relative to their trading partners in view of the fragility of
their external accounts. Price competitiveness has signifi-
cantly deteriorated in Italy. In France, the sectoral compo-
sition of the trade balance gives reason for concern: while
the surplus on agricultural products is growing, its surplus
on manufactured goods of the mid-1980s has turned into a
significant deficit, although some improvement could be
noticed in recent months. :

The lower growth performance has had, of course, signifi-
cant consequences for the employment situation in the Com-
munity, which had developed favourably over the 1980s with
a net addition of 9 million jobs since 1984 (Table 4). Despite
the fact that growth became more employment-intensive,
employment growth slowed down markedly for the first
time since 1982, resulting in a significant increase in the
unacceptable high level of unemployment.

None the less, despite the greater slack in the labour market,
wage pressures abated only marginally: nominal compen-
sation per employee rose by 7 % in 1991, a rate only mar-
ginally below that of 1990 (7,6 %). With the cyclical slow-
down in productivity growth, this resulted in a new increase
in nominal unit labour cost and, due to the inability to raise
prices sufficiently, in a further rise in real unit labour costs
with a consequent negative impact on profitability and inter-
national competitiveness.

Despite this decline, profitability remains at a high level.
However, while unit profit rates per value added have reco-
vered to levels prevailing in the period 1961-73, this is not
also the case as regards the profitability of the capital stock.
The productivity of capital declined sharply from 1970 to
1983 and only recovered slowly from 1985 onwards. As a
consequence, the profitability of fixed capital is still below
its 1961-73 level so that further efforts are needed to achieve
a full restoration of profitability (Graph 2).
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Economic consequences of German unification for the Community

In general terms, German unification had both real effects
via intra-Community trade impulses and monetary effects via
interest-rate and exchange-rate movements.

On the real side, the transmission mechanisms are working via
real trade balance effects: the considerable current and capital
transfers in favour of the five new Ldnder is partly converted
into additional demands mostly addressed to West German
firms, given their comparative advantages (geographical proxim-
ity, common language, common currency). The induced boost
on West Germany’s final demand in turn results in increased
imports addressed to the rest of the world and, notably to the
other Member States of the Community, with positive impacts
on their own final demand and GDP growth, all other things
being equal.

The amplitude of these positive effects, of course, depends not
only on the relative importance of exports to Germany in total
exports but also on the share of exports in GDP (see Table
1). Thus, the smaller, open economies having close ties with
Germany, like the Benelux countries and Denmark, are likely
to be more positively affected, in relation to GDP, than the
larger countries.

Table 1

Impact of German unification on the growth rate of the other
member countries

Memorandum items 1990 m::lg?cg:-:\:l "
Share of exports Share of i“p:/‘l'_ l;:"i:“

. mci?ﬁ“’ in erlp)%n(s%) 19%! 1991

exports (%)
BLEU 19,8 75,3 +0,6 +1,0
Denmark 18,2 351 +0,4 +0,7
Greece 25,1 23,4 +0,2 +0,4
Spain 11,1 17,7 +0,3 +0,5
France 18,7 234 +0,4 +0,7
Ireland 12,2 63,5 +0,3 +0,8
Italy 17,4 20,6 +0,3 +0,6
Netherlands 28,1 56,4 +0,7 +0,9
Portugal 15,8 37,3 +0,3 +0,4
United Kingdom 12,7 24.8 +0,2 +0,5
EUR 11 12,8 28,0 +0,4 +0,6

! Second semester, in yearly terms.
Source: Commission services.

In the first 12 months since unification, trade movements con-
firmed the estimates made in May/June 1990: purchases of the
five new Ldnder from the rest of the world including West
Germany went up from DM 18 billion to about 130 billion, an
amount close to the equivalent of public transfers received by
these Ldnder. At the same time all other EC countries except
Greece registered considerable upswings in their bilateral trade
with Germany (see Table 2).

Table 2

Quarterly bilateral exports to Germany

(% change over same quarter of the previous year)

1990 1991
1 1 1 v I i}
BLEU 78 3,2 12,1 319 28,8 27,0
Denmark 10,8 828 22,5 31,2 33,9 29,2
Greece 34 -2,7 35 84 8,1 49
Spain 16,3 9,5 30,5 38,0 48,7 41,2
France 159 —8,4 151 10,6 21,0 38,7
Ireland 90 58 11,7 69 13,6 13,3
Italy 13,0 8,0 17,5 20,1 22,0 19,1
Netherlands 57 —-0,5 8,7 17, 20,9 18,5
Portugal 21,5 148 17,5 20,1 22,5 21,5
United Kingdom 6,7 —0,5 7,1 134 17,5 21,6

Source: Bundesbank, monthly report, supplement 3, 1991.

From these elements, it can be estimated that the growth impact
for the Community in 1990 (second semester) and 1991 would
be respectively around 0,4 and 0,6 points (see Table 1). Smaller
and more open economies generally display a higher impact,
particularly in the second year when they also benefit from the
indirect effects of unification.

In May/June 1990, it was expected that unification would cause
a general rise in German interest rates and a revaluation of the
Deutschmark, movements that would have to be followed by
all other ERM countries with negative effects on their growth
rates. The reaction of financial markets in the first quarters of
1990 seemed to confirm those views. Since then, however, the
effective exchange rate, after its initial revaluation, fell back near
its pre-unification level and nominal interest rates, both long-
and short-term for most EC countries, followed the same profile
of an initial rise followed by a decrease. ‘

It may therefore be estimated that the monetary effects of
unification on Member States will be somewhat weaker than
initially expected and will not have much impact on the estimates
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presented in Table 1. Thus, although ceteris paribus reasoning
is always difficult in economics, it may be estimated that, without
the unification effect, Germany would have followed the same
downward cyclical movement as the other countries and the EC
economy would have registered very low growth in 1991.

It is moreover to be noted that in this document all historical
data labelled Germany are for West Germany only, since major
statistical problems impede the presentation of a reliable picture
for the whole of Germany. However, there are a few noteworthy
exceptions to this general rule, implying a methodological break
in the time-series concerned. First, trade figures based on cus-
toms data cover exports and imports of goods of unified Germ-
any. Second, the forecast of the general government account
includes public transfers to the five new Ldnder as well as the
deficit of the territorial authorities of these Ldnder from 1991
onwards. Third, current account data relate also to unified
Germany. When expressed as a percentage of GDP, in these
three cases the GDP of the unified Germany is used.

Obviously, the aggregation of national data to an EC total takes
into account the retained treatment for Germany. In the table
below, an idea is given as to what extent the forecasts for unified
Germany, uncertain though they are, affect the aggregates for
the Community as a whole, in particular with regard to real
growth, the unemployment rate and inflation.

1991 1992 1993

Real GDP growth (% p.a.)

EC 1,3 2,2 24
EC! 0,9 2.2 2,5
Unemployment rate
EC 8,6 9,1 9,2
EC! 9,3 9,8 9,9
Inflation (% p.a.)?
EC 5,0 4,5 42
EC! 53 4,7 43
Net borrowing3
EC —4,3 -43 —4,1
EC! -44 -44 -43
Current account balance?
EC -0,3 =0,3 ©—-04
EC‘ - 098 - 0’9 - 0’8

| EC including the new five German Linder.
2 Deflator of private consumption.

3 General government; as % of GDP.

4 As % of GDP.

Table 4
Employment in the Community
Total employment Unemplolyment
rate
(million) (% change)

1980 128,0 6,0
1984 1248 —-0,62 10,7
1990 133,6 1,4 8,4
19913 1342 0,5 8,6
19923 134,6 0,3 9,1
19933 135,3 0,5 9,2

! As % of the civilian labour force.
2 Average 1980-84.
3 Economic forecasts, autumn 1991.

Source: Commission services.

The deterioration of profitability in 1990 and 1991 is cer-
tainly not dramatic (Table 5). However, while relative factor
prices and profitability have only a limited impact over the
short term on investment, their impact becomes stronger in
the longer term. A continuation of this tendency of faltering
profitability would therefore be detrimental for a recovery
in investment and employment. Since 1985, investment has
strongly recovered on the basis of significantly improved
profitability : real investment is now about one-third higher
than in 1985. Nevertheless, the investment GDP ratio is still
more than a full percentage point below the average level of
the 1961-73 period. Further progress in this ratio is still
warranted with a view to reducing the high level of unem-
ployment in the Community.

Sustained wage pressures and increases in taxation in some
countries did not allow price increases to abate despite
the cyclical slowdown. Consumption prices and the GDP
deflator increased at the same pace as in 1990 at around
5%.
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2. The outlook for 1992 and 1993:
a gradual recovery

After bottoming out in the second half of 1991, activity is
expected to pick up moderately in 1992 mainly because
of domestic factors. Although the external environment is
expected to improve as a result of a take-off of world output
and trade, the Member States of the Community may only
benefit to a limited degree from this recovery, since this
positive development would be compensated by the petering
out of the demand-pull effect of German unification. The
foreign balance, therefore, is not expected to support GDP
growth significantly in most countries. Still, extra-Com-
munity markets are expected to play a more important part
in the growth of Community exports than in the last few
years. The preservation of external competitiveness is, there-
fore, crucial.
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Table 5

Supply-side factors in the Community

(annual % change, unless otherwise stated)

1981-86  1987-89 199091 191! 192!

Total investment 0,1 7,1 1,8 -0,5 2,2
of which:

Equipment 1,7 9,4 22 -04 2,6

Construction =10 49 1,7 -0,5 1,8
Capital stock 2,3 2,7 2,9 2,8 2,8
Capital productivity -0,6 0,7 -08 -15 -0,6
Real compensation

per employee? 09 1,7 21 20 13
Real unit labour costs -1,0 -=0,7 0,5 0,6 —0,7
Profitability3 738 90,2 925 91,6 929
Real long-term interest

ratet 43 5,0 5,3 5,1

! Economic forecasts, autumn 1991.

2 Adjusted by the private consumption deflator.

3 Net return on net capital stock (1961-73 = 100).
4 Adjusted by the GDP deflator.

Source: Commission services.

Confidence is expected to be restored gradually leading to a
modest recovery in private consumption and investment in
1992. With the pursuit of sound policies, the price and cost
performance is expected to improve, reversing the deterio-
ration in profitability during the period 1990-91.

As a result of slower activity, employment growth is expected -
to slow down further from 1,5 % on average over the period
1988-90 to 0,5 % in 1991 and 0,3 % in 1992. Combined with
the sustained growth of the labour force in the Community,
this slower employment growth will lead to a further increase
in the unemployment rate from 8,6 % in 1991 to 9,1 % in
1992.

For 1993 a further strengthening of the recovery is antici-
pated with real GDP growth rising to around 24 %. Still,
the higher level of activity is not yet expected to result in
sufficient job creation to match the rise in the labour force
resulting in a further, but marginal, rise in the unemployment
rate.

The risk factors surrounding the outlook lie clearly more
within the Community than outside it, although external
uncertainties could still affect significantly the outcome in
the Community. The outlook for a gradually strengthening
recovery is very much predicated on the maintenance of
adequate policies.
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An improvement in the cost performance after the deterio-
ration in 1990-91 is likely to support a gradual pick-up of
investment. But if this improvement were not to materialize,
it is uncertain how investment would respond. Stronger
growth is, however, needed to reduce the still high level of
unemployment and to facilitate the structural adjustment in
relation to the completion of the internal market and the
transition towards economic and monetary union.

IT — Progress in economic convergence
is stalling

1. Nominal convergence is slipping,
but fundamentals remain positive

After deteriorating significantly in 1990, price convergence
(measured by the dispersion of private consumption defla-
tors!) has improved somewhat in 1991 but on a less-favour-
able inflation average than in the period 1987-89 (Graph 3).
This was mainly due to an increase of the average inflation
in the original narrow-band countries (EUR 7) attributable
essentially to special developments in Germany and the
Netherlands, while price performance generally improved in
the other ERM (exchange rate mechanism) countries. In the
countries not originally belonging to the narrow band, price
increases declined, particularly in the United Kingdom. Price
developments in the Community are, however, still a matter
of concern, because the average level of inflation is still near
5% at a moment of slowing down of economic activity.

Wage developments and tax increases seem to be the main
factors responsible for the slip in price performance. Among
the original narrow-band countries, wage developments have
been unsatisfactory in 1991 (Graph 4) and in Germany, in
particular, there is a potential risk of the development of
cost-push inflation.

The growing tendency to rely more on the revenue side
to correct budget deficits is not without danger for price
performance, as it may re-ignite the struggle over the distri-
bution of income.

In the framework of EMU, the Community’s price and cost
performance is still unsatisfactory. For EMU it would be
desirable to have average price inflation down to the 2 to
3 % range, with divergence being reduced at the same time.

1 Dispersion is measured as the unweighted mean of the absolute deviation
from the weighted mean.

In the budgetary area the lack of improvement in conver-
gence, as in the field of prices and costs, is due mainly to a
less-favourable situation in countries that performed well in
previous years. In 1990, the budget situation worsened in
most countries, despite a still sustained level of activity, but
the deterioration was particularly marked in Germany and
the United Kingdom (Table 6). In 1991 again, the less-
favourable budgetary position in the Community as a whole
is mainly due to the widening deficit in the UK and in
Germany. In most other countries the deficit more or less
stabilized in terms of GDP, in a context of slower activity.
Hence, even automatic stabilizers have not been allowed to

11
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exert their full effect. This was needed to prevent a further
increase of the budget deficits.

German unification has also contributed to a significant
change in the external position of the Community. The EC
current account position has deteriorated continuously since
1986 from a surplus of 1,4 % of GDP to an expected deficit
of close to 1 % of GDP in 1991 (Table 7). This is due to a
weakening of the current account in most countries, except
Denmark, Ireland and the Netherlands. The deterioration
was particularly marked in the United Kingdom (from 1986
to 1989), Spain (from 1987 to 1989) and Germany (from
1989 to 1991). In France and Italy, the external accounts
also weakened significantly. This deterioration resulted in
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Table 6

General government net lending (+) or borrowing (—)!
(as % of GDP)

1981 1985 1989 1990 19912 19922
EC -53 =52 —-29 -—-41 -44 —44
Greece -11,0 —13,8 —183 —-198 —17,3 —14,0
Italy -11,4 -12,5 -10,1 —10,6 —-99 —9,33
Belgium -128 -85 —-67 -—-56 -—-63 —6,2
Portugal -93 —-10,1 -34 -—-58 -—54 -—46
Netherlands -55 —-48 —-52 -53 -—-44 -—4]1
Germany -36 —-09 02 -19 -36 -34
Ireland -134 —-112 =35 -3,6 —-41 -4,
Spain -39 -69 -27 -—-40 -39 -36
United Kingdom -2,6 —2,8 L3 =07 -19 -3,6
Denmark -69 -20 -05 -15 -1,7 -15
France -19 -29 -12 -1,6 -15 -17
Luxembourg =35 53 4,3 4,7 1,9 2,0

! Countries are ranked by size of deficit in 1991.
2 Forecasts on the basis of unchanged policies.
3 Does not fully incorporate the effect of the measures of the convergence programme.

Source: Commission services.

most countries from high domestic demand in relation to
production potential.

The most outstanding development of recent years in the
external accounts is the complete disappearance of the Ger-
man current account surplus. The counterpart of the disap-
pearance of this surplus is not to be found fully within the
Community. About half of the demand impact of German -
unification seems to have leaked outside the Community.
The deterioration in the external accounts is particularly
marked in the trade of manufactured goods: extra-Com-
munity imports of manufactured goods have grown on aver-
age more rapidly than intra-EC imports; among high-tech
products more specifically, Community producers seem to
have conceded some ground to extra-EC producers. Also on
the export side the growth of export of manufactures has
been modest, well below the rate of growth of intra-EC
export volumes. This trend points to a reorientation of trade
flows to a particularly dynamic internal market.

However, of great concern is the fact that this deterioration
in the external account also signals a reduced level of com-
petitiveness, particularly in third markets and, even more
disquieting, in the high-tech segment of the market. The
Community’s currencies have, on balance, continuously ap-
preciated in real terms since 1984, leading to a loss of market
shares. This development raises questions about the strength
of the economy in some Member States, and its capacity to
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Table 7

Balances on current transactions
(as % of GDP)

1980 1986 1990 19911 1992!
EC -1,2 14 -02 -08 -09
Belgium -43 2,1 1,0 1,0 1,1
Denmark -3,7 =54 0,8 1,4 2,2
Germany -1,7 44 32 -1,1 -09
Greece 05 -53 -61 -—-41 -34
Spain -24 1.6 =35 =31 =32
France -0,6 05 -10 -0,7 -08
Ireland -11,8 =29 3,4 2,3 2,0
Italy -2,2 0,5 -14 -13 -15
Luxembourg 18,7 39,4 31,2 28,1 26,1
Netherlands =15 2.7 3,8 4,1 4,4
Portugal ' -59 24 -03 -1,1 -1,
United Kingdom LS -09 =26 -11 -14

! Economic forecasts, autumn 1991.
Source: Commission services.

compete effectively with the outside world. Wage competi-
tiveness is therefore an issue that certainly warrants closer
scrutiny in the cases of France and Italy, where the external
position remains fragile.

In order to improve convergence during Stage I of EMU,
Member States have therefore been called upon to draw up
so-called convergence programmes that are to be discussed
and agreed upon at the Community level in the context
of multilateral surveillance. Such programmes have been
presented or are in the process of being formulated by most
Member States, with a view to achieving lasting progress on
convergence.

2. Real convergence is slowing

Over recent years, the countries which are in the process of
catching up, with the exception of Greece, have succeeded
in reducing their income gap with the Community average
(Table 8). Appropriate domestic policies and the doubling
of resources made available through the structural Funds
have contributed to this outcome.

In Spain and Portugal, catching-up was led by investment
as a result of strongly improved profitability and the opening
up of the Community market. The share of investment in

GDP expanded by almost a quarter between 1986 and 1990
(Table 9). Domestic savings were inadequate to support such
expansion so that the current account of the balance of

Table 8

The catching-up process in the Community
(GDP at current market prices and PPS per head of population; EC = 100)

Spain Greece Ireland! Portugal
1975 81,9 57,3 62,7 52,2
1980 74,2 58,1 64,0 55,0
1986 72,8 55,9 63,4 52,5
19912 79,0 52,5 68,9 56,3
19922 79,9 52,1 68,9 56,3
Differences
1986-80 -1,4 —22 -0,6 —2.5
1991-86 6,2 -34 55 ° 3,8

! Reference to GDP may overstate progress to the extent that income transfers to abroad
may have outpaced nominal GDP growth.
2 Economic forecasts, autumn 1991.

Source: Commission services.

Table 9

Investment and export shares and real unit labour costs in the
countries which are catching up

GR E IRL P EUR4  EURS
Investment shares (% of GDP)
1986 18,5 19,5 18,1 22,1 19,6 18,9
1990 18,9 244 18,6 26,7 23,7 20,3
19921 18,5 24,1 18,7 26,0 23,4 19,6
Export shares (% of GDP)
1986 22,4 19,9 55,2 33,2 23,8 28,0
1990 22,6 17,2 62,1 36,4 22,8 28,9
19921 21,2 17,3 65,0 30,0 22,0 29,9
Real unit labour costs (1961-73 = 100)
1986 102,3 91,1 92,8 98,4 94,2 98,1
1990 102,4 87,5 88,9 93,8 90,8 96,8
1992! 95,0 86,3 92,5 97,6 90,0 96,9

I Economic forecasts, autumn 1991.
Source: Commission services.
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payments moved to a significant deficit. The continuation
of the catching-up process in these countries will therefore
rely, among other important factors, on the generation of
adequate domestic saving resulting mainly from further re-
“ductions in public dissaving.

In Ireland, however, the acceleration of growth was mainly
export-led. Budget consolidation efforts and moderate wage
developments dampened domestic demand while at the same
time improved competitiveness boosted exports. This export-
led expansion made Ireland more vulnerable than Spain and
Portugal to the deterioration in the international economic
climate. Now that Ireland has established a sound basis for
further catching-up, more emphasis should be given to the
development of domestic production potential. The invest-
ment ratio is still relatively low and has not increased much.
The supply side of the economy, in particular, needs further
improvement.

In Greece, the catching-up process has receded over recent
years as a result of inadequate policies. The 1991 stabiliza-
tion and structural adjustment programme adopted by the
government is a serious effort to reverse the country’s macro-
economic decline and restore its production potential. The

14

broad aims of the programme are fiscal reform and struc-
tural renewal. The measures for fiscal adjustment and struc-
tural reform are interdependent and if applied effectively
should allow Greece to exploit the gains from the process
of European integration. Recent developments indicate,
however, that the implementation of the programme has
encountered serious difficulties and delays. Failure to fully
implement the programme will further delay the resumption
of the catching-up process.

III — Priorities of economic policy
in the Community

With the international environment likely to improve only
moderately in the year ahead, it is particularly important for
the Community to reinforce its internal potential. Economic
policies should therefore contribute to the swift realization
of the major Community projects.

The completion of the internal market remains an immediate
priority for the Community and the remaining work is still
considerable: of the 282 White Paper measures, 69 still
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require a Council decision. The transposition of Directives
into national law needs to be speeded up. A total of 166
White Paper measures have entered into force of which 134
require national implementing measures. Of these national
measures, on average 71 % have already been taken
(Graph 5). Member States seem to have recognized their
responsibilities and the need for greater haste.

The internal market programme has already been a decisive
driving force in adding to EC growth prospects and pros-
perity: economic agents have already to some extent antici-
pated the highly competitive environment and the new op-
erating conditions and opportunities that will prevail by
1993. This has resulted in a strong expansion of investment
in the period 1986-90.

The real effects of the internal market measures will be felt
in the years to come, especially as residual internal barriers
are actually dismantled. Determined actions and decisions
would have a substantial positive effect on the confidence
of economic agents and give a new impulse to economic
growth.

An economic and monetary union in the Community will
result in an amplification of the economic benefits that will
follow from the 1992 programme. Indeed only a single
currency will allow the full potential benefits of a single
market to be achieved.

The primary aim of EMU is to strengthen the integration
of the Community and improve its economic performance.
EMU will ensure a climate of stability so that the process
of self-sustaining growth would be strengthened. The experi-
ence of the 1980s has clearly confirmed that there is no long-
term trade-off between higher inflation and lower unemploy-
ment. On the contrary, a climate of stability is increasingly
perceived as an essential prerequisite for an improved real
economic performance.

The income gap between the countries which are catching
up and the Community average remains sizeable and it will,
therefore, take many years to bridge the gap. This process
can only be built on the basis of sound growth, which
increases domestic production potential.

Policies at the national and Community level have to provide
the basis for a continuous relative stronger growth of real
GDP, without inflationary pressures and unsustainable in-
ternal and external imbalances. First and foremost, responsi-
bility for rapid economic and social convergence lies for the
most part in the least favoured countries themselves. Recent
developments have confirmed that sound macroeconomic

policies are an essential condition to improve their internal
growth conditions by all available means.

The economically stronger countries must also contribute to
this process by supporting dynamic medium-term growth.

The Community shall take into account the objective of
strengthening economic and social cohesion in the im-
plementation of its common policies and of the internal
market. The economic policy actions at Community level
must act in a synergetic way to national policies to strengthen
economic performance in the least favoured member
countries. The structural Funds and other financial instru-
ments, provided they are efficiently used in a conducive
national framework, will considerably improve both supply
and demand conditions in the recipient countries. These
instruments should be reinforced to take account of previous
developments and the stronger integration in the Com-
munity.

The environment and its importance in the overall context
of the quality of life is increasingly becoming a matter for
Community preoccupation. The Commission has recently
outlined a coherent Community strategy aiming to stabilize
carbon dioxide (CO,) emissions in the Community by the
year 2000 at their 1990 level. The strategy consists of a range
of regulatory, voluntary and possible fiscal measures taken
at the Community level in combination with complementary
national programmes. The envisaged reliance on fiscal in-
struments, notably a new combined CO,/energy tax, which
respects fiscal neutrality, is considered an important con-
dition for reaching the Community’s CO, emission stabiliza-
tion objective in the most cost effective way. By giving the
right price signals all economic agents will be induced to
adopt environmentally sound behaviour. It is in the interest
of long-term economic sustainability and prosperity, as well
as of the environment, that environmental considerations are
satisfactorily integrated into the Community’s other policies,
notably in the fields of energy, transport and agriculture.

IV — Macroeconomic policies and policies
for structural adjustment

1. Monetary policy and the European
Monetary System (EMS)

The aim of the EMS is to contribute to achieving price
stability and nominal convergence in the Community
through exchange-rate stability and an appropriate monet-
ary policy. The conditions for attaining this have become
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more difficult over the past year. In the autumn of 1990,
monetary conditions in the Community were tightened in
response to rising oil prices. But during the course of 1991,
monetary conditions appear to have eased again. This easing
occurred against a background in which inflationary press-
ures in several countries of the Community persisted or even
strengthened despite the fall in oil prices after the Gulf crisis.

With the Community economy slowing in 1991, a certain
easing of monetary conditions was welcome and does not
appear to have adversely affected long-term inflation expec-
tations: yield curves have tended to shift downwards this
year rather than simply steepen in response to the easier
monetary policy, and long-term rates in most markets are
somewhat lower than a year ago. Despite this easing, monet-
ary policies still remain tight. It is indeed essential to ensure
that nominal convergence goes together with an absolute,
not a relative, standard of price stability and that the func-
tioning of the EMS remains a powerful force for preserving
price stability up to a full EMU.

In this respect, the mechanism through which monetary
policy in the Community appears to have eased this year
presents some difficulties. During the 1980s, the disinflation
process in the Community was determined by Germany and
transmitted through the exchange-rate discipline of the EMS
to other ERM narrow-band countries. This link was re-
inforced after the last realignment in January 1987, when
anticipation of further realignments gradually disappeared.
The German strategy was based on fiscal consolidation
and the successful targeting of monetary aggregates. This
strategy left underlying inflation at low, if gradually rising,
levels even when monetary targets were applied with greater
flexibility in response to external circumstances.

The progressive disappearance of realignment expectations
have significantly altered this configuration. The consider-
able expansionary swing in fiscal policy in Germany as a
result of unification coupled with the pursuit of a stability-
oriented monetary policy leads to a real appreciation of the
currency as real demand exceeds real domestic supply. This
policy mix and the impossibility of allowing the ensuing real
appreciation to take place through a nominal exchange-rate
adjustment in the ERM, put considerable additional pressure
on interest rates in Germany. Indeed the excessive demand
pressures have had a strong influence on the wage-bargaining
process, feeding creeping price rises. This process has been
exacerbated by the heavy reliance on revenue measures to
limit the fiscal impact of unification.

Uncertainty over the extent to which the Bundesbank will
be able to preserve the same policy strategy as in the past
has at times surfaced in the markets. These uncertainties and
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the expectations of stable exchange rates and decreasing
inflation differences have resulted in a significant reduction
within the ERM in interest-rate differentials vis-g-vis the
Deutschmark, where the exchange-risk premium has more
or less disappeared.

Given that inflationary pressures remain significant in the
Community as a whole, any further loosening of the stance
of overall monetary policy is at present unwarranted. The
necessary collective character of the EMS implies that mem-
bers of the ERM other than Germany, and in particular the
bigger countries, must accept a share of responsibility for
achieving a monetary policy in the Community consistent
with the lowest level of price increases and with continued
downward convergence by the high-inflation countries.

In the two countries not yet participating in the ERM,
Portugal and Greece, inflation is in double digits although
it has recently decelerated in both countries. In Portugal,
the immediate priority is to maintain monetary policy which
is tight enough to reduce overheating in the labour market.
Given the scale of capital inflows, this will probably have to
involve some continued upward flexibility, for a time, of the
real exchange rate. The aim should be to adhere to the ERM
at a time when sufficient steam had already been taken out
of the economy to ensure that the ERM constraint did not
lead to an inappropriate loosening of monetary policy.

In Greece, monetary policy must continue to try to contain
the inflationary pressures created by a clearly excessive
budget deficit. But monetary policy cannot cope indefinitely
with the consequences of the public finance problem. Only
adherence to the budget ceilings laid down in the stabiliza-
tion programme can hope to ensure early and lasting nomi-
nal convergence in Greece.

2. Budgetary policy

Since budgetary authority will remain at the level of the
Member State, progress towards EMU necessitates increased
coordination by reference to principles or rules which ensure
that fiscal policy will not undermine stability in the Com-
munity.

A first group of countries (Greece and Italy) has been show-
ing excessive budget deficits for many years and steadily
increasing public debt burdens (Table 6 and Graph 6).

In Greece, budgetary developments in 1991 show a departure
from previous trends as a result of the implementation of
the new three-year convergence programme. Budgetary ad-
justment and reform will, however, fall short of the targets.
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The programme needs to be implemented more vigorously
to ensure a significant reduction of the budget deficit and a
stabilization of the public debt ratio.

The budgetary performance of Italy, continues to diverge
from the other narrow-band members of the ERM. The
budget deficit has remained persistently above 10 % of GDP
despite repeated attempts to correct it. As a result the public
debt/GDP ratio passed the 100 % mark in 1990 and has
continued to increase since then. There has clearly been
no lack of adjustment programmes but rather of forceful
implementation. More emphasis should be laid on the instru-

ments that will be used to meet the targets and on structural
measures to improve the public finances. Even if forcefully
implemented, the present programme still risks falling short
of the announced targets as it rests on a very positive growth
scenario. Moreover, this programme is markedly tax-cen-
tred. The forward shifting of increases in direct taxation, on
the part of tax-payers, on to higher wage claims could
contribute to inflationary pressures. It is encouraging, how-
ever, that the Italian Government has confirmed its willing-
ness to take corrective measures should targets not be met.

A second group of countries (Belgium, the Netherlands,
Portugal and Ireland) still has sizeable deficits and excess-
ively high public debt ratios. In Belgium, consolidation ef-
forts undertaken during the period of strong growth (1988-
90) were not sufficient to prevent a new rise of the public
debt ratio in 1991, when economic activity slowed down.
The double government norm aimed at freezing real non-
interest expenditure and keeping the central government
deficit constant in nominal terms, is clearly insufficient and
needs to be extended to all levels of government, including
social security. A significant reduction of the deficit is needed
to bring the public debt ratio, which is still double the
Community average, on to a clearly declining trend.

Consolidation efforts in the Netherlands have also been
inadequate during the period of strong growth (1988-90).
Additional measures have been taken in 1991 so that public
finance targets will be reached. The persistence of public
dissaving, however, would warrant a tightening of govern-
ment medium-term targets in order to reduce the public debt
ratio.

The reduction in public finance imbalances in Portugal in
recent years reflects the complete overhaul of the tax system
which increased its efficiency, an effort of expenditure re-
straint, the cyclical upturn of the economy and the privatiza-
tion process. However, the relative size of both the general
government deficit and public debt are above the Com--
munity average. Consequently, and also in order to assist
the disinflationary process, fiscal adjustment remains one of
the main priorities of economic policy and should continue
to be vigorously implemented.

Ireland has been remarkably successful in consolidating its
public finances in the late 1980s. Further consolidation has
since been slowed down because of the effects of weaker
growth on revenue and pressures on public expenditure from
rising unemployment and increases in public sector pay.
Consolidation efforts should be maintained over the medium
term to keep the public debt ratio on a firm downward path.

Germany and the United Kingdom are separate cases.
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In Germany, as a direct consequence of the large financing
needs arising from unification, the swing in the public sector
accounts has been significant — close to 4 % of GDP be-
tween 1989-91 despite a sustained level of activity. Even if
the present deficit is less a matter of concern, apart from
contributing to a biased policy mix, the medium-term pros-
pects for bringing the deficit under control are rather dis-
quieting. Even if consumption-supporting outlays are re-
duced, they will gradually be replaced by large-scale infra-
structural investment; the dynamics between steeply rising
public sector indebtedness and interest charges will put fur-
ther pressure on outlays. Fiscal consolidation will therefore
be a major policy challenge for the years to come.

Moreover, considerable emphasis has recently been laid on
increasing revenues. Higher direct or indirect taxes are, how-
ever, very likely to be reflected in higher wage demands to
compensate for the income loss. In these conditions, excess-
ive reliance on tax increases may initiate a new cycle of ever-
rising claims on income distribution. There is still consider-
able scope on the expenditure side to reduce the budget
deficit. In addition, income support schemes should be de-
signed in such a way as to ensure their temporary character.

In the United Kingdom, deterioration in the budget balance
is primarily due to the working of the automatic stabilizers
during the severe recession. The authorities’ medium-term
objective remains that of attaining a broad budgetary bal-
ance on a cyclically adjusted basis. A cautious policy stance
remains appropriate to maintain compliance with the me-
dium-term objective of a balanced budget and continued
positive public saving.

In the last group of countries (Denmark, Spain, France and
Luxembourg), budget balances and public debt burdens are
broadly under control. These countries have positive public
savings, meet the golden rule and have a public debt ratio
below the Community average. There is still a need to
maintain a cautious policy stance in these countries since
some of them have strong inflationary pressures and large
external deficits (Spain) or a high foreign debt (Denmark).

The insistence on budget consolidation is motivated by sev-
eral considerations: first it is intended to redress the presently
lopsided policy mix of a relatively loose fiscal policy com-
bined with a relatively restrictive -monetary policy. Even
when budget deficits are justifiable by temporary and excep-
tional factors, it would still be appropriate to reduce them
as fast as possible to achieve a more balanced policy mix.
Second, there is a need for higher saving within the Com-
munity for which the reduction of public deficits should
provide a significant contribution. Finally, a more restrained
fiscal policy is likely to result in more balanced wage develop-
ments, which would contribute to better convergence.
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A desired additional increase in the investment ratio to
increase growth and employment raises the issue of the
adequacy of saving. Although there are few signs that the
low level of saving has had major repercussions on economic
performance so far, it has contributed to keeping real long-
term interest rates high. The inadequacy of saving, however,
risks becoming a more decisive constraint on growth in the
future, particularly for the newly liberalizing countries in
Eastern and Central Europe and the developing world. A
saving surplus can only be realized if the considerable public
dissaving in the Community and in the other major Western
countries is reversed. The generation of sufficient public
saving is, therefore, also an essential precondition for a
successful take-off of market economies in Central and East-
ern Europe.

Finally, in a full-fledged economic and monetary union,
fiscal policy and particularly monetary policy will have less
room for manoeuvre. Therefore, more emphasis will have
to be laid on structural measures to bring about the necessary
adjustment in the Community economies.

3. Policies for structural adjustment

The efforts to establish an internal market have resulted in
the most wide-ranging supply-side initiative in the history
of the Community. The dynamic of the internal market has,
however, not only increased the growth potential of the
Community; it has also highlighted the still sizeable rigidities
present in markets. Such rigidities become more visible when
competition increases. In the present less-supportive inter-
national environment, it is also important for the Com-
munity to reinforce its own domestic growth.

Policies of structural adjustment, supported by adequate
industrial policies, improve the adaptability and efficiency
of the Community economies. In line with the implemen-
tation of the 1992 programme, the Commission has emphasi-
zed the need for industrial policy measures in various im-
portant sectors and has put forward proposals to this effect.
Policies of structural adjustment must accompany the com-
pletion of the internal market in order to ensure that its full
benefits are actually forthcoming.

Furthermore, in EMU the nominal exchange rate will no
longer be available between full participants as an instrument
for adjustment. Increased flexibility in all markets will there-
fore be necessary to ensure a balanced development of all
areas of the union. In EMU, adaptability of the labour
market will be an important element for adjustment if one
wants to avoid further increases in unemployment.



IV.— Macroeconomic policies and policies for structural adjustment

Both national and Community policies for structural adjust-
ment will have to play an even more important role. Together
with prudent macroeconomic policies and the Community
policy on economic and social cohesion which will have to
be reinforced, this must constitute the Community’s response
to restore sustainable growth rates above 34 % a year in
order to reduce the still high level of unemployment. Four
areas in particular deserve further structural improvements:
cooperation, the labour market, competition policy and in-
ternational trade.

Cooperation can improve the underlying conditions within
which companies operate and strengthen the Community’s
international competition by mustering energies and inno-
vation. A policy to improve infrastructure, and especially
transportation, is an indispensable element in the creation of
the internal market. It is equally an element in the cohesion
process in the sense that a better working infrastructure
lowers transportation and communications costs and brings
the peripheral regions closer to the centre of the Community.

Further efforts will also have to be undertaken in the area
of innovation, research and development. Research and de-
velopment policies will stimulate the competitiveness of the
Community companies, but, in a period of intense techno-
logical change often involving massive development costs,
the results of such efforts must be spread more widely
through increased cooperation. This will hasten the adjust-
ment of our economies to new technological advances. Also
in the area of industrial restructuring and the environment,
increased cooperation is likely to facilitate adjustment. Co-
operation in these areas should allow the Community to
better face international competition. The Community can
play an important stimulating role in bringing enterprises
together.

Labour markets in the Community have been showing
greater adaptability, but this improvement is still insufficient.
Rising wage pressures at a time when more than 9 % of
the civilian labour force is still unemployed suggest that
significant structural problems persist in labour markets.

The completion of the internal market at a time of reduced
growth in the Community economy and increased compe-
tition from abroad means that companies and workers have
to adapt working methods and practices to these new circum-
stances. Flexibility in companies’ responses to the new op-
erating environment have to be matched by flexibility in the
labour market in terms of training and skills as well as in
the employment conditions and practices.

In most countries, the adjustment of wage costs is still
insufficient to ensure full employment. If increased unem-

ployment is to be avoided, the social partners must take the
need for adjustment more into account in their negotiations.
Member States’ authorities should therefore make their pol-
icy objectives more visible so that macroeconomic prospects
can be better taken into consideration in wage negotiations.
Credible commitment to convergence by the governments
of the Member States provides one such approach.

Rigid wage structures, employment practices and lack of
training have accentuated the problems of those outside
the workforce. The large number of untrained unemployed
illustrates the problem of cost and adequate skills in relation
to their productive potential. Member States should examine
labour market regulations and social security provisions in
order to rectify features that impede entry or re-entry into
the labour market.

Finally, there seems to be a good case for encouraging a
more active labour market policy with greater emphasis on
retraining than on the provision of unemployment support.

Competition is bound to intensify with the completion of
the internal market as barriers are systematically reduced.
European companies must be prepared for this greater com-
petition, which has already generated a -wave of merger
activities within the Community. To avoid dominant pos-
itions that reduce competition and lower overall welfare, the
Community pursues an active competition policy.

Increased competition may also lead to calls for more aid
to defend companies or industries that are coming under
pressure from such competition. State subsidies, however,
can threaten the functioning of the market process by confin-
ing specific advantages to competing companies. They also
risk preventing the necessary restructuring of industry.
Therefore, the Commission strives to limit subsidization and
to incorporate it in a context of restructuring.

The economically stronger countries in the Community
should resist the temptation to compensate by domestic
subsidies the greater competition resulting from the opening
of markets. Indeed such subsidies risk cancelling out the
competitive advantages gained by the least favoured
countries in specific sectors.

Free and undistorted competition in the Community requires
efficient surveillance of State aids. The Commission has
undertaken two surveys on public aids in the European
Community in 1988 and in 1990 and is consistently striving
for greater transparency in this field. Public aids still absorb
a significant share of public resources in Member States
(Table 9). The second survey identified total national public
aids amounting to 2,2 % of Community GDP, or more
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Table 10
State aids in the Community!
(average 1986-88)
Ang;Pof A;uznli:f Granted in the form of:
expenditure public tax
expenditure expenditure

(%) (%)
B 32 58 89 11
DK 1,0 17 100 0
D 25 53 36 64
GR 3:1 6,5 100 0
E 23 5,5 100 0
F 2,0 3,8 82 18
IRL 2,7 5,2 63 37
I 3,1 6,2 64 36
L 4,1 7,6 91 9
NL 1,3 2.1 70 30
P 23 53 41 60
UK 151 2,6 94 6

! Refers to subsidies that are subject to Community rules. The total of subsidies granted is
difficult to establish due to the various forms which subsidies can take and the lack of
comprehensive national data.

Source: Commission, second survey on State aids.

than twice the Community budget. The differences between
Member States are considerable, with Denmark and the
United Kingdom spending just 1% of their GDP, but
Belgium, Greece, Italy and Luxembourg spending 3 % and
more.

State aids are heavily concentrated: the manufacturing sec-
tor took 41 %, the transport sector 30 %, the coal industry
16 % and agriculture (national aids) 13 %.

In the run-up to EMU, national expenditures on subsidies
should come under closer scrutiny to improve convergence.
A commitment to more discipline on subsidies would also
contribute to the achievement of a more open international
trading system.

The resurgence of protectionist tendencies in international
trade is a worrisome development. Friction among trading
partners has been intense, particularly with regard to the
subsidization of agriculture and some declining industries.
The use of non-tariff measures to protect domestic products
has intensified in various parts of the world. The Community
is committed to achieving by the end of 1991 an ambitious,
global and balanced result to the Uruguay Round, which is
presently in a crucial phase. This is necessary in order to
strengthen the multilateral trading system and to reverse the
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trend towards protectionism. Further delays could under-
mine the adjustment strategy of many developing and Cen-
tral and East European countries which have adopted an
outward-looking market-oriented approach to growth and
development. The major industrial countries carry a large
responsibility in this area and should strive for an early
conclusion of the Uruguay Round.

A successful outcome of the Round would not only serve
the interests of the Community by ensuring market access
and reduced protection in the traditional areas of trade
negotiations. It would also allow the extension of multilat-
erally agreed rules to new areas of great relevance for the
Community : services, intellectual property rights and inter-
national investment.

The negotiations between the Community and EFTA
countries with the aim of erecting a European Economic
Area have been concluded and will increase the benefits of
the internal market to an even greater area. By facilitating
the flow of goods, services, capital and labour between the
EC and EFTA, the agreement will make a further contri-
bution to more competition and the improvement of the
supply side of the economy.

The Community is actively involved in assisting Central and
East European countries to advance political and economic
reforms. The Commission not only manages the Com-
munity’s own programmes of assistance, but is also coordi-
nator for the Group of 24 (G-24), which comprises all major
industrialized countries.

Assistance takes a variety of forms, including support for
economic reconstruction, food aid and emergency assistance,
technical assistance, balance of payments support, invest-
ment finance and export credits. The Community has be-
come the main source of funds for Central and East Euro-
pean countries, providing about half of the total aid they
receive. Moreover, the Community has completed nego-
tiations for European agreements establishing relations of
association with Hungary, Poland and Czechoslovakia.
These agreements will enable Central and East European
countries to participate in the process of European inte-
gration. They are of overriding political and economic im-
portance, at a time when these countries’ reforms are at a
crucial stage and their main traditional export market (the
USSR) has collapsed. The establishment of free trade will
encourage private investment in these countries, which is
one of the main conditions for the economic reforms to be
successful. The Community is ready to negotiate similar
agreements with other Central and East European countries
which satisfy the necessary political and economic con-
ditions.



IV — Macroeconomic policies and policies for structural adjustment

The Community has shown its willingness to improve access
to its markets to Central and Eastern Europe for products
with which these countries can compete effectively on world
markets including agriculture, textiles, coal and steel. Ac-
count should be taken of the implications and difficulties of
this improved access for the sectors and regions concerned

in the Community. This improvement in market access will
not be carried out at the expense of existing commercial
relations with other partners, in particular developing
countries with which the Community has cooperation agree-
ments. Such market access is critical for the successful devel-
opment of these economies.
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Main economic indicators, 1989-93

Community, USA and Japan

(a) GDP at constant prices!
(annual % change)

(b) Domestic demand at constant prices

(annual % change)

1989 1990 19912 19922 19932 1989 1990 19912 19922 19932
B 3,9 3,7 1,3 2% 2% B 49 3,4 1,2 2Y 2%
DK 112 2,1 1,8 3 3V DK 0,3 -0,7 0,4 2 3%
D 33 4,7 3,3 2Y 1% D 2.7 5,0 3,0 2% 2
GR 2,8 -0,3 0,7 1Y 2 GR 3,3 33 -0,3 1 2%
E 48 3,7 2,5 3 3% E 7.8 46 3,1 3% 3%
F 3,6 2,8 1,3 2% 2% F 32 32 1,1 2 2%
IRL 5,9 51 1,3 2% 2% IRL 6,0 5.4 0,6 1Y 1%
I 3,2 2,0 1,1 2 2% I 3,6 1,9 1,5 2Y 2%
L 6,1 2,3 3,0 3% 3% L 7,8 3,4 43 3% 3%
NL 4,0 3,9 23 1% 2 NL 49 3,6 2] Ya 1Y%
P 5.4 4,0 2,0 1% 2 P 4,0 5.8 4,6 3% 3%
UK 2.2 0,8 -1,8 2 2% UK 3,1 -0,1 =30 2Y 3
EC 3.3 2,8 1,3 2V 2% EC 3.7 2,9 1,1 2% 2%
USA .28 0,9 -0,4 2 2Y4 USA 22 0,5 -1,0 2 2
Japan 4,9 5,6 4.6 3% 3% Japan 5.7 58 34 3% 3%
(c) Deflator of private consumption (d) Balance on current transactions

(annual % change) (as % of GDP)

1989 1990 19912 19922 19932 1989 1990 19912 19922 19932
B 3,5 3,5 3,2 3% 3% B 1,1 1,0 1,0 1 1%
DK 5,1 2,5 2,4 2Y 2% DK —1,2 0,8 1,4 2Y 2Y%
D 3,1 2,6 3,5 4Y, 4 D 4,7 3.2 -1,1 -1 — %
GR 14,7 20,2 18,3 14Y, 11 GR —438 -6,1 —4,1 =3% —2%
E 6,6 6,4 5,8 5% 5Y E =32 =3,5 =3.1 -3V -3Y%
EF 3,5 29 3,0 3 2% F -0,1 -1,0 -0,7 — Y% — Y%
IRL 3,9 2,6 3,0 3 2% IRL 1.3 3,4 23 2 1%
I 5.8 6,2 6,4 5Y 5Y I -14 -1,4 -1,3 1% —-1%
L 34 42 34 3% 3% L 34,4 31,2 28,1 26 25
NL 29 2,5 32 3% 3% NL 33 3,8 4,1 4%, 4%
P 12,8 13,6 11,7 9% 7% P =29 -0,3 =il,1 -1% —2Y%
UK 5.9 8,4 6,5 4% 4 UK —48 -2,6 =i1,1 —1% —1%
EC 49 52 5,0 4, 4% EC -0,1 -0,2 -0,8 -1 —%4
USA 4,5 5,0 44 4% 5 USA -19 -1,6 -0,1 —~% —Y4
Japan 1.7 2,4 2,8 2% 2% Japan 2,1 1,2 1,5 1% 1%

! GNP for USA and Japan from 1990 onwards.
2 Based on the forecasts of autumn 1991.

Source: Commission services.
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(e) Number of unemployed as % of the

(f) General government lending and

civilian labour force borrowing (as % of GDP)

1989 1990 1991 1992! 1993! 1989 1990 19911 1992! 19931
B 8,5 8,1 8,6 8% 8 B -6,7 -5,6 -6,3 —6% —5%
DK 7.8 8,2 9,5 9% 9 DK -0,5 -1,5 —1,7 -1% =
D 5,5 5,1 4,6 5 5% D 0,2 -1,9 —36 -3Y% —3%
GR 7.5 7.5 8,8 9% 9% GR -18,3 -19,8 -173 -14 —10%
E 17,1 16,1 15,8 15% 15% E -2,7 -4, -39 -3% —3%
F 9,4 9,0 9,5 10 10% F -1,2 -1,6 —1,5 —1% ~1%
IRL 16,0 15,6 16,8 18 18% IRL =3.5 -3,6 —4,1 —4 -4
I 10,7 9,8 9,4 9% 9Ys 12 - 10,1 -10,6 -9,9 —9% -9%
L 1,8 1,7 1,6 1Y% 1% L 43 4,7 1,9 2 2
NL 8,7 8,1 7,2 7% 7% NL =52 =53 —44 -4 -3%
P 48 4,6 4,0 4Y, 4% P -34 -58 -54 —4Y% -4
UK 7,0 6,4 8,4 9% 10 UK 1,3 -0,7 1,9 -3% —3%
EC 8,9 8,4 8,6 9 9% EC -29 -4,1 —44 —4Y% —4Y%
USA 53 5.5 6,7 7 6% USA - 1,7 -24 -23 -2 —1%
Japan 23 2.1 2.2 2% 2% Japan 2.5 2,2 1,8 2 . 2
(g) Total employment (h) Real compensation of employees per head’

(annual % change) (annual % of change)

1989 1990 19911 1992! 1993! 1989 1990 191! 1992! 1993!
B 1,6 0,9 -0,3 0 Ya B 0,1 2,8 1,9 2Y 2
DK -0,6 -0,4 -1,0 0 1 DK -1,6 1,0 1,1 1Y 1%
D 1,4 2,8 2,8 1 Ya D -0,2 1,5 2,6 1'% 1Y%
GR 0,4 0,2 -0,8 -0 Ya GR 29 0,0 - -2Y% )
E 3,6 2,6 0,7 1Y 1% E -0,5 1,2 1,8 1Y 1Y%
F 1,1 1,2 0,4 -0 Ya F 1,2 1,9 1,5 1 1
IRL -0,1 1,3 0,0 Ya Ya IRL 2,2 5,9 3,5 3 2Ya
I 0,2 1,0 0,9 Ya Ya I 3,0 3,9 1,7 1% 1Y
L 4,0 42 1,9 1Y% 1Y% L 3,0 1,0 1,3 1Y% 1%
NL 1,6 2,1 1,0 — Y 0 NL -24 1,1 1,5 1% 2
P 1,0 1,1 1,1 0 - % P 0,8 3,7 6,6 4, 2
UK 2,8 0,4 -23 — % Ya UK 2,8 2.7 1,7 1Y 1Y%
EC 1,5 1,4 0,5 Ya Ya EC L1 2,3 2,0 1% 1%
USA 2,3 0,5 -0,8 1 1% USA -1,0 -0,1 0,3 -0 —YA
Japan 1,9 2,0 1,6 1% 1% Japan 245 1,8 1,0 1 1

! Based on the forecasts of autumn 1991.
21992 and 1992: does not fully incorporate the effects of the measures of the convergence programme.

3 Deflated by the deflator of private consumption.

Source: Commission services.
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(i) Investment in construction at constant prices
(annual % change)

(j) Investment in equipment at constant prices
(annual % change)

1989 1990 1991 192! 1993! 1989 1990 19911 1992! 19931
B 8,9 6,7 -14 3% 2% B 18,2 10,3 3,0 2% 2%
DK —4,6 -6,1 -6,5 =1 4 DK 6,3 3,0 3,0 5 10
D 5.1 5.3 3,5 2% 1% D 10,0 12,9 10,0 5 4,
GR 2,0 2,1 =50 2% 5 GR 17,4 7,9 3,0 4, 6
E 14,9 10,7 53 B B E 13,0 1.2 —2.5 3 4
F 53 23 1,2 2 3 F 58 5,0 -1,8 1% 3%
IRL 9,8 8,4 -2,9 4 4 IRL 15,3 6,8 1,8 3% 4,
I 3,6 2,5 0,4 1% 1% I 6,2 3,5 -1l 3% 45
L 44 5,9 5.9 4 3% L 26,3 13,7 6,4 4% 4%
NL 1,6 1,3 -0,6 =il 1% NL 45 7,7 3,0 —1% 2%
P 3,5 6,5 4,5 3 4 P 10,0 8,5 4,5 3 3%
UK 2.5 =151 -12,9 —Ya 4% UK 8,3 -36 —128 -1 8
EC 53 3,6 -0,5 1% 2% EC 8,5 4,7 -0,4 2% 4%
(k) Gross fixed capital formation at constant prices (1) GDP per head

(annual % change) (EC = 100) at current prices and purchasing power standards

1989 1990 19911 192! 1993! 1960 1973 1986 1992! 19931
B 13,6 8,3 0,6 3 2% B 95,4 101,2 100,6 103,4 103,8
DK 0,2 -1,9 =1.9 2 7Ya DK 118,3 113,1 117,0 110,2 111,4
D 7,1 8,8 6,6 3% 3 D 117,9 111,1 114,0 113,6 112,3
GR 8,6 48 —1,2 3% 5% GR 38,6 56,8 55,9 52,1 52,0
E 13,7 6,7 22 3% 4 E 60,3 79,0 72,8 79,9 80,7
F 5.8 3,8 -0,6 1% 3V F 105,8 110,4 110,1 108,8 108,8
IRL 11,3 7,5 -0,4 3% 4% IRL 60,8 58,9 63,4 68,9 69,2
I 5,1 3,0 -0,4 2% 3 I 86,5 93,3 103,0 103,2 103,4
L 13,4 9,4 6,2 4% 4 L 158,5 141,9 126,2 130,0 132,6
NL 3,0 42 1,1 =1 2 NL 118,6 113,1 106,0 102,7 102,0
P 7,5 7.5 4,5 3 3% P 38,7 56,4 52,5 56,3 56,2
UK 48 -24 128 — Y 6" UK 128,6 108,5 105,4 102,1 102,5
EC 6,7 4,1 -0,5 2% 3% EC 100,0 100,0 100,0 100,0 100,0
USA 2,7 0,9 -44 4 5% USA 189,6 161,6 155,7 146,8 145,9
Japan 11,0 10,9 4,6 3% 4 Japan 55,8 96,2 110,6 124,3 125,6

! Based on the forecasts of autumn 1991.
Source: Commission services.
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Introduction

Introduction

1991 has been a year of markedly slower growth for the
Community economy as a whole, with rising unemployment
and with investment expected to fall in absolute terms for
the first time since the 1981-82 recession. Only a relatively
slow recovery in output growth is foreseen for 1992, with a
further modest acceleration in 1993, and unemployment is
forecast to continue rising in both years.

In part the sharp deterioration in performance in 1991 can be
explained by the particularly adverse international economic
environment. The chief factor here was the abrupt decline
in business and consumer confidence internationally which
followed the invasion of Kuwait. Despite the short duration
of the eventual conflict and the avoidance of a major oil-
price shock, confidence has been slow to recover.

In addition (and only partly as a consequence of the Gulf
crisis) a substantial number of export markets were subject
to recession in their respective economies: notably the United
States of America and Canada but also smaller economies
such as Australia, Sweden, Finland and Switzerland. Separ-
ately, demand from Eastern Europe collapsed as‘the com-
mand economies broke up. Overall, world output growth
including the Community may turn out to have been only
marginally positive, with extra-Community world trade
growth of under 2 %.

Within the Community, individual member countries have
recorded very diverse performances in 1991. This is most
true for Germany and the United Kingdom. Germany ex-
perienced the first full year of unification, with still buoyant
internal demand growth supporting EC output via a con-
tinued spillover into imports from other Community
countries. In contrast, the performance of the United
Kingdom depressed overall Community results, with the
economy experiencing severe recession, the expected GDP
fall of almost 2 % being the most severe among the major
international economies.

Other member countries’ performances lie between these
extremes, although some cyclical slowdown was a common
experience. In France and Italy GDP is expected to grow by
about 1 to 14 %, with structural weaknesses evident in both
economies. The increase in demand from the enlarged Ger-
man market has helped underpin moderately strong growth
in the Benelux countries, Denmark and Portugal. In Spain,
still relatively strong domestic demand growth has helped a
more sustainable rate of growth after the very high rates of
recent years. For Greece, 1991 marked the first year of a
medium-term structural adjustment programme and output
remained depressed.

The economies of both Germany and the United Kingdom
are expected to grow at a rate more in line with the rest of
the Community during 1992 and 1993. The tailing-off of the
impetus from higher demand in the enlarged Germany will
lead to slower growth in West Germany with similar effects
in Germany’s main trading partners. However, recovery in
the United Kingdom, the reversal of cyclical effects in other
countries and a more buoyant external environment (with
extra-Community world trade growing at 5% or more)
should result in Community growth overall accelerating.
Growth is thus expected to strengthen significantly in all
member countries other than Germany and the Netherlands,
and Portugal where the authorities are pursuing a policy of
consolidation in preparation for EMU.

The upturn foreseen for 1992 and 1993 is relatively weak,
as a consequence of the slow re-establishment of internal
balance and the pursuit of fiscal and monetary consolidation
in many member countries. The achievement of greater
nominal convergence in terms of inflation and fiscal deficits,
arrested in 1990, is nevertheless still largely postponed as
underlying structural weaknesses continue to weigh heavily
on performance.

Further deceleration of inflation, after the uptick recorded
in 1990, is decidedly modest in 1991 and 1992 and no overall
progress is foreseen in 1993. Among several of the original
ERM narrow-band countries, performance is deteriorating.
This result stems largely from continuing high wage and unit
labour cost increases; in 1991 wage increases accelerated
particularly significantly in Germany and the Netherlands.
Progress in Italy and the newer ERM members has been
somewhat more encouraging, with a particularly large re-
duction in inflation in the United Kingdom (there aided by
the recession). Inflation is also on a downward trend in
Greece and Portugal where both countries are pursuing
stabilization policies.

The picture for stabilization of government deficits is simi-
larly unencouraging. After the increase in government net
borrowing as a percentage of GDP in 1990, which broke an
improving trend in the late 1980s, the position worsened
further in 1991. This result owes largely to a very substantial
increase in borrowing by Germany to finance transfers to
the eastern Ldinder and to the deterioration in the UK
budgetary position, there mainly due to the depth of the
recession. Other member countries affected by economic
slowdown have taken discretionary steps to offset the full
effect of automatic stabilizers, while, as noted above, in the
context of entry into Stage II of EMU, certain countries
are pursuing medium-term fiscal consolidation policies. For
1992, despite some economic recovery, most countries’
budget positions are expected to record only modest im-
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provement, while at the Community level this is likely to be
offset by a further substantial deterioration in the UK.
The latter reflects partly assessment and payment lags in
corporate taxation and continuing labour market weakness.
For 1993 only slight further progress in reducing deficits is
expected.

The disappointing picture for nominal convergence in view
of further planned steps towards EMU is not lightened
by significant progress in rectifying real imbalances. Chief
among these is an undynamic labour market performance.
After employment growth in the Community averaging 1 to

14 % in the four years after 1986, employment is forecast to
expand by } % p.a. or under in 1991-93. Similarly to the
picture for output, individual countries’ performances are
very diverse, with a sharp contraction in employment in the
United Kingdom and higher growth in Germany and Spain.
Low employment growth overall implies a continuing
growth in unemployment in many countries, partly reversing
the improvements of the late 1980s.

A fuller assessment of developments and important policy
issues in each of the national economies of the Community
is given in the following sections.
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Belgium

Marked slowdown in economic growth

In the period from 1988 to 1990 the Belgian economy perfor-
med remarkably well. Growth averaged over 4 % per year,
nearly one percentage point above the EC average. Employ-
ment creation, favoured by real wage moderation, brought
the Belgian unemployment rate below the EC average. De-
spite high real interest rates, both discretionary policy action
and the economic cycle allowed for some progress to be
made in correcting the major public finance imbalances.

In 1991 growth decelerated sharply to about 1,5 %, reflecting
the weakening of the principal components of domestic
demand: private consumption and investment. The slowing
down of private consumption reflects, to a large extent, the
deterioration of consumer confidence associated with the
unfavourable outlook for the labour market. In 1991, the
average rate of unemployment (Eurostat definition) rose to
8,6 % (8,1 % in 1990).

Table 1

Belgium: Macroeconomic performance

198486 1987-89 1990 191 1992 1993
GDP (% change) 1,5 36 37 1,3 21 25
Total domestic demand

(% change) 19 43 34 12 22 23

Employment (% change) 04 1,2 09 -03 00 03
Unemployment rate (%) 11,9 10,0 81 86 86 84

Inflation (%) 40 24 35 32 34 36
Balance of current
account (% of GDP) 06 1,3 1,0 1,0 1,1 1,2

For definitions, see Table 3.

In recent years, the strong growth in all categories of private
investment indicated the increased speed of adjustment be-
tween actual and desired capital stock levels, following the
general improvement in the economic situation and in firms’
profitability and financial position. In 1991, the investment
climate deteriorated with the economic slowdown and uncer-
tain international conditions. As a result private investment
expenditures practically stagnated. Residential construction
expenditures, after a staggering accumulated increase of over
40 % between 1987 and 1990, declined by around 5 % in
1991, partly reflecting the high level of real interest rates.

Table 2

Belgium: Investment performance

198486 1987-89 1990 1991 1992 1993
Gross capital formation
(% of GDP) 158 18,2 20,6 20,5 20,7 20,7
(% change) 23 109 83 06 30 28
of which:

Construction (% change)—1,3 84 6,7 —1,4 33 27
Equipment (% change) 70 13,0 10,3 30 28 28

Exports of goods have benefited in 1991 from the impact of
German unification and, despite weaker demand in other
markets, are estimated to have risen in volume by about
4 %. Belgian export performance compares satisfactorily
with that of its main European competitors. The current
account has remained in a surplus of close to 1 % of GDP.

Table 3

Belgium: Economic policy indicators

1984-86  1987-89 1990 1991 1992 1993

Money growth
(% change) 79 92 69 46 55 62

Short-term interest rate 97 715 98 93 94 90
Long-term interest rate 10,2 81 10,1 93 90 89

Competitiveness! 101,4 103,5 104,8 102,7 102,6 102,6
Budget balance

(% of GDP) -89 —-69 —56 —63 —6,2 —5,8
Gross public debt

(% of GDP)
Nominal wages per head

118,8 130,6 127,3 129,4 129,6 128,9

(% change) 52 27 64 52 57 56
Real wages per head
(% change) ,2 03 28 19 22 19

! BLEU 1985 = 100.

Definitions:

Unemployment rate: harmonized Eurostat definition.

Inflation: private consumption deflator.

Money growth: broad money (M2/M3).

Competitiveness: nominal unit wage cost (total economy) relative to 19 industrial countries,
double weighting of exports, 1985 = 100.

Budget balance: net lending/borrowing of general government.

Gross public debt: general government.

Nominal wages: compensation of employees per head.

Real wages: compensation of employees per head deflated by private comsumption prices.

Figures for 1991-93 are forecasts made by the Commission services, November 1991.
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Consumer price inflation in 1991 was kept at around 3,2 %,
which compares favourably with the average inflation rate
in the countries participating in the narrow band of the
ERM. Real wage increases averaged just under 2 %, but
productivity growth slowed down in parallel with the econ-
omic cycle. On balance, price competitiveness has moved
satisfactorily in 1991, partly because of nominal effective
exchange-rate movements and relatively high wage settle-
ments in other competitor countries.

In 1992, real growth is expected to recover somewhat to
about 2 %, as both private consumption and investment will
pick up moderately. However, employment will stagnate
and the rate of unemployment is not expected to resume a
downward trend. The profitability of the enterprises will
begin to improve again, reflecting both the cyclical increase
in productivity and wage moderation.

Fiscal consolidation remains the main priority
of economic policy

The main policy objective since the mid-1980s has been the
consolidation of the public finances. The goal was first

to arrest the snowball effect of debt accumulation, and
subsequently to reduce the debt/GDP ratio to sustainable
levels. In the period 1989-91, the Belgian authorities im-
plemented a fiscal consolidation strategy based on the fol-
lowing double norm for the national government budget:
(i) a zero real growth rate for non-interest expenditures, and
(i) no increase in the nominal deficit. Ideally, the process
of fiscal consolidation should be conducted for general
government as a whole so as to avoid any slackening of
discipline through offsetting developments at subnational
level or in the social security system. However, the federal
structure of the Belgian State makes the fixing of normative
global targets more difficult. The 1988 constitutional reform
involved a wide devolution of powers to communities and
regions. Coordination mechanisms to guarantee the overall
consistency of policies were put into place with the 1989 law
on the financing of regions and communities. The reports
of the ‘Conseil supérieur des finances, section besoins de
financement des pouvoirs publics’ have partly contributed
to the creation of the required political consensus by provid-
ing the economic rationale for a prolonged effort at fiscal
consolidation. Nevertheless, institutional links between the
national government and the social security system could be
further explored in the designing of any new normative
strategy.
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In 1989 and 1990, the ratio of public debt to GDP declined
slightly, reflecting a sustained effort at fiscal consolidation
in a favourable economic environment; at the end of 1990
however, the public debt/GDP ratio of 125,4 % was still by
far the highest in the Community. In 1991, both the slow-
down in economic activity and the impact of the reform of
personal taxation have contributed to the deterioration of
the fiscal position; the general government deficit has wid-
ened by 0,7 percentage points to an estimated 6,3 % of GDP.
The efforts at fiscal consolidation will have to resume in
the years ahead until the burden of servicing the debt has
decreased to acceptable levels. At present, by pre-empting
about one quarter of general government receipts, interest
expenditures crowd out other public outlays with a poten-
tially high rate of return; this, in turn, has detrimental
consequences for Belgium’s international competitive pos-
ition. The scope for using the public finance stabilizers is
also substantially reduced, as revenue-raising considerations
have become of paramount importance. Several factors
point to the desirability of concentrating the efforts at fiscal
consolidation in the first half of the 1990s to minimize
adjustment costs: the setting of minimum rules for budgetary
convergence in Stage II of EMU, the current high levels of
real interest rates, and the prospect of an ageing population
at the turn of the century.

Important reforms in the financial markets

The Belgian authorities announced a ‘franc fort’ policy in
May 1990. This policy involves the pegging of the Belgian
franc to the stronger currencies in the ERM. Since then, the
Belgian franc has been managed inside an implicit band of
+0,5 % around its central rate against the Deutschmark.
The Belgian authorities are also committed to maintaining
the central parity of the BFR/DM exchange-rate in the event
of an EMS realignment. The hardening of Belgian exchange-
rate policy was part of a package of measures aimed at:
(i) eliminating the risk premium and increasing the attract-
iveness of assets denominated in Belgian francs; and (ii)
modernizing financial markets.

This new exchange-rate policy and the lowering of the with-
holding tax on interest earnings — in March 1990, from 25
to 10 % — contributed to the strengthening of the Belgian
franc within the narrow EMS band, allowing the authorities
to reduce substantially the short-term interest-rate differen-
tial against the Deutschmark. This differential has by now
virtually disappeared, while it amounted to about 150 basis
points in mid-1990. In contrast, the long-term interest-rate
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differential has only been marginally reduced, partly re-
flecting Belgium’s fiscal imbalances.

A policy of modernizing Belgian financial markets was pur-
sued in 1991. The main challenge is to prepare the Belgian
financial system for increased competition within the single
European market. After the successful introduction of a new
liquid long-term government security (obligations linéaires
(OLOs)) in 1989, followed in 1990 by the restructuring of
the secondary bond market, involving the nomination of
primary dealers, a comprehensive reform of money markets
was implemented on 29 January 1991. The reorganization
of the money market has basically two objectives: (i) the
harmonization of Belgian instruments of monetary policy
with those already in use in most other industrialized
countries; and (ii) improvements in the financing of the
budget deficit.

The two main aspects of the financial reform are: (i) the
changes introduced in the Treasury Certificate market; and
(ii) a new framework for monetary policy. Before this reform
the conduct of monetary policy relied solely on the Treasury
Certificate market, which was also central to the short-term
refinancing of the public debt. The interest rate on Treasury
Certificates was set by the National Bank in concert with
the Minister for Finance, to minimize the costs of financing
the government debt subject to the exchange-rate constraint.

This arrangement had two main drawbacks: (i) it pursued
potentially conflicting goals, which might limit the autonomy
of the central bank; and (ii) interest rates were not competi-
tively determined. The modernization of the money market
will put further pressure on the profitability of the banking
sector; in consequence, the Belgian Prices Commission has
authorized banks to charge limited fees on standard payment
transactions.

An important legal framework for long-term capital mar-
kets, the so-called ‘mammoth law’, was published on
4 December 1990. This legislative package will bring changes
in many aspects of the capital markets, inter alia, reducing
brokerage fees, ending the stockbrokers’ monopoly, lower-
ing transaction costs, tightening information requirements
for corporations listed on the Stock Exchange, allowing for
new categories of investment funds, and defining insider
trading.

The present momentum of financial reform is expected to
continue as the authorities are considering draft legislation in
a number of important areas, including credit securitization,
mortgage lending (allowing for some flexibility of interest
rates), and the insurance sector, where the competitive pos-
ition of firms is widely judged as weak in the context of the
single European market.
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Danish economy completes an important
adjustment process.

After several difficult years, Denmark appears to be coming
to the end of a very important adjustment process. In the
second half of the 1980s, the hard currency option adopted
by Denmark gained credibility. The subsequent narrowing
in the interest-rate differential vis-a-vis Germany was a clear
indication that markets increasingly believed that the Danish
exchange rate would remain unchanged against the Deutsch-
mark. However, during the period of transition to nominal
convergence, an inflation differential persisted and Danish
competitiveness deteriorated. Therefore, the dampening im-
pact of tight fiscal and monetary policy on domestic demand
was reinforced by falling external demand due to a real
appreciation. Disinflation was accompanied by weak growth
in the economy over the late 1980s during which unemploy-
ment rose strongly.

Increasingly, however, labour market behaviour in Denmark
has taken into account the challenge arising from economic
integration within the Community. Since 1988 nominal wage

moderation has been the key element in reversing the negative
trend in competitiveness. As productivity growth appears to
have accelerated, the profitability of Danish enterprises has
improved considerably. The economic fundamentals appear
to point to a sustained improvement in the two persistent
problems in the Danish economy: high unemployment and
the high interest burden on foreign debt.

The two-year wage settlements of spring 1991 showed a
continued recognition within the labour market that wage
moderation is the most important factor for supply-led im-
provement in the performance of the economy. A further
fall in real unit labour costs is expected yielding an improve-
ment in profit margins. Competitiveness vis-g-vis partner
countries is boosting external performance, and the very
favourable evolution of the trade balance should be consoli-
dated in the coming years.

High productivity growth, a low inflation rate, stable unit
labour costs and falling interest rates are features of the
currently favourable economic situation and outlook. As the
completion of the single market approaches and the external
environment is expected to improve, the Danish economy
should be able to reap the fruits of its internal adjustment

process.
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Table 1

Denmark: Macroeconomic performance

Table 2

Denmark: Investment performance

1984-86  1987-89 1990 191 1992 1993

GDP (% change) 41 07 21 1,8 30 33
Total domestic demand
(% change) 55 -1,2 -0,7 04 20 32

Employment (% change) 23 01 -04 -1,0 00 1,0
Unemployment rate (%) 72 66 82 95 96 89

Inflation (%) 45 48 25 24 22 24
Balance of current
account (% of GDP) -44 -18 08 14 22 25

For definitions, see Table 3 for Belgium.

In the short term, gains in competitiveness should contribute
to an acceleration in exports; this is in addition to the
German unification effect on Danish exports, which will
continue to be significant. As domestic demand will remain
fairly weak in the short term, net exports will contribute to
the improving growth performance. In particular, producer
surveys suggest that exporters envisage an increase in vol-
umes rather than prices indicating gains in market shares.
Some branches of Danish manufacturing industry may even
be able to absorb price reductions on their export markets.
Given the very moderate wage increases and strongly rising
productivity, such price reductions do not necessarily imply
a reduction in profit margins.

Despite the weakness of total domestic demand, investment
in equipment has been quite dynamic for several years.
This increased investment did not for the most part add to
employment potential, but partly reflected capital deepening
especially in some services sectors (banking, insurance) lead-
ing to high productivity gains. Rationalization has also been
fuelled by important mergers and acquisitions within the
Danish service sector. The implied greater efficiency of the
Danish economy has led to a continuous fall in real unit
labour costs, so that in spite of a fairly high level of real
wages in Denmark compared to other Community countries,
the expected real rate of return does not now appear to be
lower than in those countries. This is a crucial precondition
for attracting investment in the internal market and thus for
securing growth and reducing unemployment in the medium
term.

Survey evidence suggests that consumers remain cautious
and the saving ratio is on a rising trend (improving half a
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198486 198789 1990 1991 1992 1993
Gross capital formation
(% of GDP) 19,1 19,3 18,0 17,3 17,1 178
(% change) 142 -34 -19 -19 20 7.1

of which:
Construction (% change) 11,8 —2,7 —6,1 —6,5 —1,0 4,0
Equipment (% change) 16,9 —44 3,0 3,0 50 10,0

percentage point over the last 12 months), perhaps re-
inforced by several measures aimed at increasing private
sector savings. However, as the general economic climate
should significantly improve over the next year or so, con-
sumer expenditure — in particular on durable goods — is
likely to accelerate.

Keeping inflation low and the external account
in surplus '

The economic objective in the last five years has been to
solve a competitiveness problem and high unemployment
by maintaining a hard currency stance. Appropriate wage

Table 3

Denmark: Economic policy indicators

1984-86  1987-89 1990 1991 1992 1993

Money growth
(% change) 140 46 72 45 51 57

Short-term interest rate 102 92 10,8 96 94 9,0
Long-term interest rate 12,0 10,9 11,0 10,1 9,1 89
Competitiveness 101,7 112,7 112,0 105,0 101,3 99,5

Budget balance

(% of GDP) -09 08 -1,5 -1,7 —1,5 —-0,5

Gross public debt!

(% of GDP) 75,2 658 66,4 66,7 658 63,8
Nominal wages per head

(% change) 49 50 35 35 35 39
Real wages per head

(% change) 03 02 1,0 1,1 1,3 14

! Before consolidation of government debt held by public-sector
the debt/GDP ratio would now be below 60%.
For definitions, see Table 3 for Belgium.

funds; if
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adjustment is essential to this process, as the inflation rate
of the partner countries must be initially undershot and
profit expectations should not suffer if investment and thus
job creation are not to be threatened. In the Danish experi-
ence, nominal wage moderation and a healthy growth trend
in productivity were the key elements in achieving disin-
flation and improving medium-term employment prospects.

Low wage-price pressure and high productivity growth will
continue to support Denmark’s low-inflation performance
as does the lowering of indirect taxation induced by the
Community’s internal market programme. However, the
very low economic growth rates experienced over recent
years have also helped in achieving low inflation. It will
be essential that the Danish economy is able to maintain
moderate pay rises during the expected recovery in economic
activity. If not, the economy may well experience a setback,
similar to 1987 when excessive wage growth led to a sharp
drop in competitiveness and necessitated a costly adjustment
thereafter.

Current account balance:
maintaining a solid surplus

After 26 years of continuous current account deficits, the
trend turned in 1990. This year, the Danish current account
balance will again show a comfortable surplus of some 13 %
of GDP, allowing Denmark to continue redemption of its
large external debt. Servicing these external liabilities is very
costly; net interest payments in 1991 represented some 4 %
of GDP and offset most of the surpluses on the trade and
services balances.

The surplus on the trade balance has improved considerably
in recent years, and a large surplus is expected to be sus-
tained. The services balance — in particular tourism — now
also contributes significantly to the current account surplus.
The rising trend observed in recent years is also expected to
continue next year.

Long-term prospects for the current account are also posi-
tive. Even though imports will increase more rapidly as
domestic demand picks up, exports are also expected to
increase provided the improvement in competitiveness is
maintained.

High real interest rates not a major impediment
to achieving stronger growth

Interest rates in Denmark have been on a declining trend
over the last decade; however, inflation has also fallen so
that real interest rates remain high. Even though Danish

interest-rate differentials are now narrowing vis-a-vis the
Deutschmark, the inflation rate in Denmark has been below
that in Germany for some time. As a result real interest rates
in Denmark remain higher.

An apparently positive effect of high real interest rates is
that the Danish savings rate has been improving over the
last few years, thus closing the domestic investment/saving
gap. However, a more important explanation is the incen-
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tives provided by 1987 tax reform in which the deductibility
of interest payments was reduced through a reduction of the
tax rate (and value of tax relief) on capital income.

Given that the high rate of return on physical capital is
appropriate, real interest rates do not necessarily impede
investment. In liberalized capital markets, the level of real
interest rates is mainly determined by world market con-
ditions and, in a small open economy, a lowering of domestic
real interest rates is only possible by lowering the risk pre-
mium attached to the domestic currency. As the mobility of
capital will probably increase further, the only way to cope
with high real interest rates is to improve supply perform-
ance, thereby rendering investment more attractive.

High real wages require a high level
of productivity

In Denmark, wage costs are among the highest in the Com-
munity despite the recent wage moderation. The high level
of wages would certainly be a disincentive to investment
were it not accompanied by a high level of productivity.
Labour productivity may even be supported by high real
wages as the opportunity costs of losing a well-paid job are
high and the incentive of being well-rewarded for one’s
services may induce greater work efficiency.

As capital constraints are alleviated, higher efficiency in the
allocation of capital will lead to a higher average real rate
of return. Therefore, it is even more important for Denmark
to establish high microeconomic credibility and favourable
private sector expectations, as this will lead to increased
investment and thus higher growth and employment. Apart
from stable labour market conditions, over which the
government has only partial influence, such policies include
a stable exchange rate, good infrastructure and a favourable
taxation system.

The challenge of reducing unemployment

Unemployment has been a persistent problem in the Danish
economy since the first oil crisis. No lasting improvement in
the unemployment rate has been evident in recent years. In
1984, unemployment began to decline as economic activity
accelerated; however, as growth slackened, the unemploy-
ment rate rose again in 1988 and remains on a rising trend.
However, there is some hope for gradually solving the prob-
lem, if capital-widening investment is encouraged by im-
provements in profitability.
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Structural rigidities are still evident in the Danish labour
market. Both geographical and occupational mobility are
much lower than might be expected in a small country with
a relatively highly educated labour force. The first of these
structural problems can be explained in part by a high
participation rate among women. As it is common in Den-
mark for both adults in a family to work, a person affected
by unemployment may be reluctant to take a job in another
part of the country. The problem of occupational immobility
can be explained by the Danish system of unemployment
benefits, which does not provide adequate economic incen-
tivgs for the unemployed to seek new work immediately after
losing a job. This is especially true in the lower and middle
wage-brackets. In addition, fairly liberal rules allowing com-
panies to lay off workers temporarily during periods of low
activity have contributed to high average unemployment
rates. A general restructuring of the labour market in Den-
mark appears to be a prerequisite for improvement in em-
ployment creation. Reforms in this direction are now under
active consideration.
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Slowdown in the West but recovery in the East

After a period of extraordinarily buoyant growth in West
Germany, the economy slowed down in 1991. While in the
latter part of the 1980s growth was led by vibrant domestic
and foreign investment in preparation for the internal mar-
ket, growth over the last 18 months has been supported by
the strength of domestic demand as a consequence of Ger-
man unification. However, as external demand has become
quite sluggish and the expansionary impulses from German
unification are fading out other fundamental factors, such
as higher interest rates, efforts to consolidate the public
finances and rising unit labour costs are gaining in import-
ance, factors which will restrain West German growth to
about 2 % in the remainder of 1991 and in each of the next
two years. Over the same period, inflation will temporarily
exceed 4 %, employment growth is likely to taper off and
unemployment could once again reach 2 million. The slow-
down in West Germany could, furthermore, complicate the
necessary process of budgetary consolidation and reduce the
scope for redistribution in favour of East Germany.

Private consumption, boosted by significant tax cuts in 1990,
is expected to grow more moderately from the third quarter
of 1991 despite a significant reduction in the household
saving rate; in 1991 there has been a temporary increase in
direct and indirect taxation and a rise in social security
contributions. Further tax increases in 1992 and 1993 may
again limit the expansion of consumption.

A major driving force behind the recent acceleration of West
German growth has been the performance of investment.
While strong growth is continuing in 1991, especially for
investment in equipment, slower growth in West German
investment is expected in the next couple of years, because of
the high level of interest rates, the absence of any additional
demand impulse from East Germany, and a tendency for
many important West German investors to shift at least a
part of their investment budget to the territory of the former
GDR, thereby reducing investment in West Germany.

GDP growth may reach 3,3 % in 1991, more than I percent-
age point of which can be ascribed to the unification effect.
In 1992, growth is forecast to reach only 2,2% as the
stimulating demand push from the former GDR will have
petered out and both fiscal and monetary policy will work
as contractive forces in West Germany. In 1993, there could
even be a slight contractionary impact from East Germany
on growth in West Germany. Economic developments in the

Table 1

West Germany: Macroeconomic performance

1984-86 198789  19% 1991 1992 1993

GDP
(% change) 24 29 47 33 22 18
Total domestic demand
(% change) 21 31 50 30 21 20
Employment (% change) 08 10 28 28 10 03
Unemployment (%) 68 59 51 46 S50 56
Inflation (%) 14 1,7 26 35 42 40
Gross capital formation
% of GDP 199 204 21,8 22,3 22,7 23,0
% change 14 48 88 66 38 3,1
Budget balance
(% of GDP) —-1,3 —1,3 =19 —32 —2,5 —28
Nominal wages per head
(% change) 33 30 42 62 58 56
Real wages per head
(% change) 8 1,2 1,5 26 15 1,6
Competitiveness 101,6 105,8 103,5 103,9 1059 107,2

For definitions, see Table 3 for Belgium.

five new eastern Ldnder and the response of economic policy
to this shock explain most of the variations in West German
growth between 1989 and 1993.

The East German economy is still passing through a painful
adjustment process in the aftermath of unification: output
fell dramatically until mid-1991, a large and persistent labour
market imbalance has emerged, inflation has reached two-
digit rates due to the progressive return to market prices and
budget deficits have soared. Although public and private
investment began to rise rapidly this summer, the economic
structure is still far from being competitive and recent stabili-
zation of output has mainly been the result of public inter-
vention, e.g. public investment expenditure and large-scale
export supporting measures.

Nevertheless, as the framework for a functioning market
economy has now been installed and there are credible
commitments from both the public and the private sector to
large-scale investment, the decline in East German economic
activity is likely to be followed by a significant recovery
from the end of this year.
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Table 2

East Germany: Macroeconomic performance!

Table 3

Unified Germany: Macroeconomic performance!

1989 1990 1991 1992 1993 1989 1990 1991 1992 1993
Nominal GDP (billion DM) 234 178 159 213 262 Nominal GDP (billion DM) 2455 2583 2751 2981 3200
GDP (% change) :—19 =20 7 9 GDP (% change) ©023 14 25 23
Total domestic demand Total domestic demand
(% change) =5 27 7 2 (% change) 40 54 27 20
Imports (% of GDP) 23 57 133 110 93 Imports (% of GDP) 25 25 26,6 26,5 26,5
GDP-deflator (%) :o—6 1225 13 GDP-deflator (%) : 28 50 58 50
Inflation (%) : -5 18 14 9 Inflation (%) : 21 46 52 46
Budget balance (% of GDP) : 2 =9 —14 13 Budget balance (% of GDP) 0,1 —1,8 —3,6 —34 —3,7
Employment (million)? 94 83 59 56 56 Employment (million)? 37,0 368 351 351 352
Unemployment (million)? 06 17 L7 L6 Unemployment (million)? 20 25 34 35 36
Short-time workers (million)? 08 16 06 02 Productivity/ head (% change)? :32 63 24 20
Productivity/head (% change)2 i =9 13 13 9 Balance of current account (% of
Productivity/head GDP) 46 31 —1L1 —-09 —07
(% of West German pro- : — :
ductivity)2 32 29 32 36 38 ! Figures for all years are forecast estimates made by the Commission services, November

! Figures for all years are forecast estimates made by the Commission services, November
1991.

2 50% of all short-time workers are treated as actually unemployed.

For definitions, see Table 3 for Belgium.

The recovery in East Germany will be led by the construction
and the services sectors. For a sustainable recovery, indus-
trial production will also have to grow rapidly; however,
prospects for this sector remain quite gloomy for the years
ahead. Existing East German enterprises have not achieved
a productivity level in line with salary developments, leaving
them ill-equipped to face world market competition. Real
growth in East Germany may exceed 6 % in 1992, strength-
ening further in 1993.

In aggregating West and East German economic perform-
ance different regional developments are smoothed out and
growth rates become less volatile. The pattern of all-German
economic activity shows a steady growth of 2 to 21 %
between 1989 and 1993 with a certain weakness in 1991. The
current account, which showed a surplus of 4,5 % of West
German GDP in 1989, has swung to a deficit of some 1 %
of unified GDP.

Inflation has been pushed up by wage
and tax increases

In 1990, wage increases started to accelerate in West Ger-
many, putting an end to a long period of wage moderation
during which nominal wages per head rose by about 3 %
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1991.
2 50 % of all East German short-time workers are treated as actually unemployed.
For definitions, see Table 3 for Belgium.

leading to steadily declining real unit labour costs and a
significant improvement in profitability. Led by the public
sector, 1991 brought several agreements with wages rising
by 7% or more, which pushed average wages per head up
by more than 6 % on the previous year. Furthermore, the
combination of a slowdown in economic activity and con-
tinued job creation has pushed unit labour costs up by about
5,5% in 1991. The rise in indirect taxes required to help
finance the transfers to East Germany has also added to the
inflation rate. Consequently, the inflation performance in
West Germany has significantly worsened, despite the
favourable development of import prices. In July, the 12-
month increase in the CPI exceeded 4 % for the first time
since late 1982 and it is expected to peak in early 1992.
Forthcoming wage negotiations will be crucial for the me-
dium-term inflation outlook. Only if there is nominal wage
moderation, with almost no rise in real incomes, will the
deteriorating trend in inflation be reversed, allowing in-
flation rates to dip below 3 % in the course of 1993.

As regards East German inflation figures, the trend is still
distorted by the switch towards market-oriented prices.
While the price of tradables adjusted almost immediately to
West German levels, as a consequence of market integration,
the price of non-tradables, which are no longer subject to
administrative regulations, have been moving in line with
cost developments.
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The latter are, however, rising quite sharply as East German
wages are rising faster than productivity in an attempt to
catch up with West German levels. Several price regulations
still exist, of which the most important is for accommo-
dation. A first adjustment of rents and the introduction of
charges for running costs of accommodation in October
have led to a month-on-month increase in the CPI of 20 %.

Very significant labour market disequilibria
have emerged

In West Germany, job creation has accelerated sharply. The
excellent labour market performance led to a reduction in
the number of registered unemployed, despite growth of the
labour force mainly due to immigration. As wage formation
in West Germany has not yet been affected by high unem-
ployment in East Germany and productivity has risen much
more slowly in 1991, the coming years will see less favourable
labour-market developments.

The East German labour market is, at present, under press-
ure from three sources. Firstly, plunging output due to
the loss of both domestic and export markets implies a
corresponding reduction in employment, mainly in manufac-
turing industry. Secondly, the shift from inefficient central-
planning to more efficient market-oriented management and
production methods is also likely to reduce employment
significantly in all sectors. Finally, East German wage forma-
tion is less related to the productivity and profitability of
East German enterprises than to corresponding wage levels
in West Germany.

Total employment has already dropped quite dramatically,
pushing the number of registered unemployed and short-
time workers up to about 25 % of the 1989 labour force.!
However, the adjustment in employment is not nearly com-
pleted. With GDP falling in volume by about 25 % between
end-1989 and end-1991 and the need for substantial pro-
ductivity improvements within surviving East German en-
terprises, a total reduction in employment of 4 million jobs
may have occurred before the hoped-for recovery of output
will reverse the overall employment trend.

! Furthermore, about 1,9 million people formerly employed no longer
appear in the East German labour-market statistics, having taken early
retirement, re-entered the education system, emigrated or become cross-
border commuters.

41



The national economies

Structural adjustment of the external balance ...

The emergence of East Germany as a major importing
economy without the capacity to export to Western markets
has led to a structural adjustment of the German trade -
balance. In 1990 and 1991, the external performance of
Germany has been dominated by economic and monetary
union, a slowdown in world trade and the collapse of the
CMEA State-trade system. The latter led to an almost com-
plete halt in East German demand for East European prod-
ucts while West German producers ignored external demand
and put their efforts into serving the East German market.
As a consequence, West German exports to traditional mar-
kets edged down by more than 1 % in 1991 while the exports
of East Germany almost halved, implying a decline in all
German exports of almost 4 % compared to 1990.

A further deterioration in the external balance resulted from
the extraordinary demand-supply gap in East Germany,
sucking in about 17 % more imports during the 12 months
following economic and monetary union in July 1990 than
in the preceding 12 months. The trade surplus of unified
Germany will have dropped from DM 144 billion in 1989
to less than DM 30 billion in 1991. The current account
balance, also affected by once-off unilateral transfers to the
USA to help finance the Gulf war and rapidly rising transfers
to East European countries, has swung from a surplus of
more than DM 100 billion in 1989 to a significant deficit of
some DM 30 billion in 1991.

The next two years will probably see an improvement in the
external position of Germany, however, depending upon
economic developments in East Germany. Exports will re-
cover in line with a more dynamic world economy and a
more aggressive strategy by West German exporters, while
imports will grow in line with final demand growth in the
unified Germany.

... supporting output performance
in partner countries

Partner countries in the EC were the main beneficiaries of
the integration of East Germany into the world market and
into the European internal market. In consequence, growth
rates of exports to Germany almost tripled in the 12-month
period following monetary union for several partner
countries, i.e. Spain, Belgium/Luxembourg, Denmark and
France. While most partner countries benefited from the
demand-supply gap in East Germany, additional exports!

1 Additional exports are defined as the difference in the growth rates for
the 12-month period after monetary union (July 1990-June 1991) as
compared to the growth rates for the 12-month period before monetary
union (July 1989-June 1990). So, additional exports of Spain were 26 %
of total exports as the latter soared by 40 % in the period after monetary
union, compared to a growth rate of 14 % in the corresponding period
before monetary union.
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to Germany supported, in particular, output in those partner
countries where exports to Germany traditionally play an
important role; this is true mainly of Belgium/Luxembourg
and the Netherlands, where additional exports correspond
to more than 2 and 1 % of respective GDP.

Dealing with the dramatic slump
in East German employment

Although the main purpose of labour market policy is to
foster the creation of new and self-sustaining employment,
there is little doubt that East German labour supply will far
exceed demand over the next few years. Two different labour
markets reflecting a dual economy will exist in East Germany
for some time. On the one hand, there will be fast-growing
sectors, e.g. services and those parts of manufacturing indus-
try based on a modern and productive capital stock financed
by post-unification investment. This part of the economy
will be able to pay high wages, as productivity could be even
above average West German levels. On the other hand, there
will be declining sectors, e.g. agriculture, mining and parts of
the manufacturing sector, still using pre-unification capital
stock. The survival of these sectors and branches is already
threatened at current wage levels.

In the context of a short-term response to unemployment,
consideration has been given to the creation, on a temporary
basis, of a ‘parallel’ labour market and economy, consisting
of public job-creation programmes, publicly financed em-
ployment companies (Beschiftigungsgesellschaften), etc.
The goal has been to absorb as much of the unemployed
labour force as possible in this temporary parallel economy.
Production in this part of the economy is designed to inter-
fere as little as possible with production in the private sector
and mainly focuses on the provision of public goods or goods
with positive externalities such as environmental recovery,
social services, etc. Nevertheless, negative repercussions on
the real economy cannot be avoided, given the size of the
labour force likely to be employed in this ‘parallel’ market.
However, negative effects will probably be less damaging
than those related to other interventions designed to retard
or avoid employment adjustment in the real economy, e.g.
through special short-time working schemes or wage subsid-
ies for parts of the private sector as the latter would increas-
ingly act as a disincentive to the adjustment of existing
enterprises, to privatization and to private capital inflows.

Consolidating the public finances

In the process of German unification, the public sector
balance has deteriorated significantly despite expenditure
cuts and substantial revenue increases. To limit public sector
borrowing to the amount targeted at the end of 1990, higher
social security contributions and tax increases were decided
in early 1991, which partly offset the increase in the real
disposable income of private households in West Germany
as a result of the income-tax cuts of early 1990. Moreover,
public transfers to East Germany have so far been mainly
used to support consumption rather than to promote invest-
ment.

To support economic and social integration, fiscal resources
corresponding to about 5% of GDP per year were chan-
nelled to East Germany. The public borrowing requirement
of about 3} % of GDP was financed without tensions on
capital markets. However, a more solid financing basis is
needed as annual transfers of this order of magnitude will
be required for several years, hopefully falling over the
period. For economic reasons such a redistribution should
not be at the expense of private investment; thus the dispos-
able income of private households must be targeted, e.g.
through temporarily higher income-tax rates and social se-
curity contributions or expenditure cuts. In consequence, it
is desirable that the social partners do not seek compensating
wage increases but take these requirements into account
when negotiating new wage settlements in the early 1990s.
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In view of the necessity for ongoing wage moderation and
continued social consensus in Germany — preconditions for
a positive investment climate — it may be difficult to reduce
enterprise taxation beyond those measures already adopted
in the course of the unification process. Nevertheless, a
restructuring of enterprise taxation would also be useful.

Preconditions for avoiding a further tightening
of monetary policy

Monetary policy in Germany has already become quite tight
in the light of output and employment developments both in
Germany and in its partner countries. As partner countries’
interest rates are converging to German rates, lower rates in
Germany would be welcomed in a phase of sluggish output
in Europe to facilitate economic recovery. Furthermore,
output is also losing momentum in West Germany as the
expansionary demand effect from East Germany phases out
and fiscal policy will increasingly reflect major consolidation
efforts.

If recorded inflation rates rise to well over 4% at the
beginning of 1992, they may be seen as a signal of strong
inflationary pressure in West Germany, forcing the Bundes-
bank to tighten monetary policy further despite a slowdown

Table 4

Germany: Monetary policy indicators!

1984-86  1987-89 1990 1991 1992 1993

Money growth (% change) 54 6,1 59 50 58 58
Short-term interest rate 53 51 84 91 94 90
Long-term interest rate 69 63 89 87 88 89

! Unified Germany as from 1991.
For definitions, see Table 3 for Belgium.

in economic activity. Crucial for German inflationary per-
formance will be the response of wage developments and of
fiscal policy to the challenge of large-scale redistribution.
Close cooperation between those institutions in charge of
designing monetary, fiscal and wage policy in the run-up to
forthcoming wage rounds seems to be essential and could
prevent the need for a temporary further tightening of mon-
etary policy. Indeed, a policy mix of wage moderation and
public expenditure moderation could bring down underlying
inflation rates — i.e. inflation adjusted for tax increases —
to less than 3 % by the end of 1992.
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Greece

Slow growth but some progress on inflation
and balance of payments

1991 was the first year of the government’s medium-term
reform programme aimed at correcting macroeconomic, no-
tably fiscal, imbalances on the one hand, and at structural
reform on the other. Following a low output growth in 1990,
GDP is estimated to have grown by 2% in 1991 with
a sharp rise in agricultural output (+11 %) masking the
recession in the urban sector of the economy (industrial
production —2 %; construction activity —6 %). Domestic
demand declined, reflecting a sharp slowdown in private
consumption and investment accompanied by a decrease in
public consumption. While exports increased by less than

Table 1

Greece: Macroeconomic performance

1984-86 198789 1990 1991 1992 1993
GDP growth rate
(% change) 24 2,1 -03 0,7 1,2 21
Total domestic demand
(% change) 1,2 28 33 -03 1,1 21

Employment (% change) 05 06 02 -08 —0,1 0,2
Unemployment rate (%) 78 1,5 75 88 93 97

Inflation (% change) 194 14,8 20,2 18,3 143 11,0
Balance of current
account (% of GDP) -58 -33 —-6,1 —4,1 —34 —-28

For definitions, see Table 3 for Belgium.

Table 2

Greece: Investment performance

1984-86 198789 1990 1991 1992 1993

Gross capital formation
(% of GDP) 18,5 17,0 18,8 18,4 18,8 19,5
(% change) -24 26 48 —-12 35 55

of which:
Construction (% change)—1,6 0,7 2,1 =50 25 50
Equipment (% change) —34 51 79 30 45 6,0

Greece’s export markets, weak domestic demand and the
destocking of previously imported goods led to a greater fall
in import volumes. In consequence, external demand made
a positive contribution to GDP growth in 1991. Growth is
set to remain low in 1992 on the assumption that adequate
measures of fiscal consolidation are undertaken. Assuming
that there will be significant progress in adjustment and that
structural reform will begin to produce effects on the supply
side, an upturn in activity is expected in 1993.

Consumer price inflation decelerated throughout 1991 re-
flecting both moderate wage increases and the slackening in
demand. At the end of the year inflation could be running
at close to 17 % (giving a yearly average of 18,3 %, compared
with 20,4 % in 1990) while a further deceleration is forecast
for 1992 and 1993. The current account improved in 1991,
with the trade deficit declining as a percentage of GDP
and net transfers from the EEC increasing by over 50 %
(corresponding to 3,5 % of GDP in 1991). The improvement
in the current account is expected to continue in the next
two years, mainly due to a better performance in the services
balance.

Policy-induced distortions and the need
for reform

The economic problems facing Greece are the consequence
of the interventionist and expansionary policies pursued over
the last 15 years. The high degree of regulation of goods
and factor markets reduced the responsiveness of economic
agents to market signals and led to distortions which became
more and more structural in nature. The pervasive influence
of the State on economic behaviour diminished competitive
forces and had deleterious consequences over the longer
term on the competitiveness of domestic production. The
distortions and rigidities increased in the 1980s and the
expansionary policies pursued added to the already weak
Greek economy the further problem of a growing public
debt/GDP ratio.

The poor growth performance of the Greek economy in the
1980s, which sharply contrasted with Greece’s own past
record and coincided also with several years of strong activity
in the Community, led to a reversal in the process of catch-
ing-up with the rest of the Community; Greece’s per capita
income in 1990 was 53,4 % of the EC average against 58,2 %
at the beginning of the 1980s. This compares unfavourably
with the experience of the other less developed countries of
the Community, especially Spain and Portugal. The low
growth of the Greek economy was paralleled by weak invest-
ment and a substantial decline in profitability (see Graph 1).
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Business profits have been squeezed directly through price
and wage regulation and indirectly through administrative
inefficiency and infrastructural deficiencies. The poor
macroeconomic performance during the 1980s indicates that
a permanent improvement can only be achieved if compre-
hensive and radical measures are taken. A radical pro-
gramme of adjustment and structural reform is needed to
reduce the influence of the State on the economy through
deregulation, liberalization and privatization so as to in-
crease the supply responsiveness of the economy.

Implementation of the medium-term
adjustment and reform programme in 1991

Following the measures taken in 1990 the government drew
up a three-year comprehensive programme of macro-
economic adjustment and structural reform. The programme
was presented to the Community in the context of an appli-
cation for balance-of-payments assistance and in March
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Table 3

Greece: Economic policy indicators

198486 198789 1990 1991 1992 1993
Money growth

(% change) 251 238 146 14 92 10,1
Short-term interest rate 17,5 16,5 19,9 21,7 18,5 17,5
Long-term interest rate 16,7 19,5 17,5

Competitiveness

Budget balance

(% of GDP)

Gross public debt

(% of GDP)

Nominal wages per head
(% change)

Real wages per head
(% change)

18,7

-0,6

15,5

0,6

95,2 853 94,1

20,2

0,0

90,5 88,7 86,6

16,2

= 1,7

11,6

—23

-12,2-15,0-20,4 —17,9 — 14,4 —10,5

60,3 79,7 93,7 96,4 99,0 982

10,2

-0,8

For definitions, see Table 3 for Belgium.
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1991 a loan of ECU 2 200 million was agreed and a first
tranche of ECU 1000 million was disbursed. The pro-
gramme of adjustment and reform was designed to rectify
the substantial internal and external imbalances in the Greek
economy and to achieve greater convergence between the
Greek economy and those of its Community partners. The
implementation of the programme so far, however, has been
inadequate and Greece is now seriously out of line with the
targets of the adjustment programme.

Fiscal adjustment, one of the two pillars of the programme,
was planned to be brought about by strict control on expen-
diture and increased revenue. In the course of 1991, however,
it became increasingly obvious that the deficit targets would
be substantially overshot, despite the improvement achieved
in the primary balance. On the expenditure side, overruns
were observed mainly in debt servicing. The large shortfall
in revenue, on the other hand, is due to various factors: a
deeper than expected recession in the urban sector of the
economy reflecting inter alia the negative effect of an adverse
international environment on tourism and other services;
the fight against tax evasion, which was expected to yield
sizeable amounts of revenue, has not been successful due to
strong resistance from those groups evading tax payment;
the administrative inefficiency of the tax-collection mechan-
ism and the time-lags involved; and non-tax revenue from
the sale of public assets was not realized because of legal
obstacles to privatization and inadequate administrative
preparation.

With respect to structural reform, there has been less pro-
gress than planned despite a number of substantive meas-
ures. The programme of privatization has been slow to build
up due to legal and administrative problems. Other areas
where reform is progressing slowly are the deregulation of
goods and services markets (oil, housing, insurance), the

reform of the taxation system and especially an overhaul of
the social security system. In addition, an improvement in
the tax-collection mechanism, which is vital if a significant
and continuous rise in tax rates is to be avoided, is urgently
necessary.

Some progress has been made in a number of areas:

(i) In the financial area, several initiatives have been taken:
the compulsory investment by commercial banks in Trea-
sury bills was reduced, long-term capital movements
were liberalized, restrictions on consumer credit and on
foreign currency loans to residents were lifted. In ad-
dition, a forward exchange market will be set up as from
the beginning of 1992 and legislation to incorporate
the Community Directives on banking and the Stock
Exchange into national law is in preparation;

(ii) in the labour market the most important development
has been the abolition of the wage-indexation scheme
from January 1991 and the restoration of free collective
bargaining. Moreover, the tightening of public recruit-
ment and the very restrictive wage policy in the public
sector, while dictated by the urgent need for fiscal con-
solidation, will at the same time contribute to making
employment in the public sector less attractive and thus
enhance competitive conditions on the labour market.

Overall, however, the reform programme has been lacking
coherence and impetus and there is a risk that the supply-
side improvement, which is so necessary if the catching-up
process is to be restored, will not be realized. The failure to
achieve adequate fiscal adjustment and the slow pace of
necessary and complementary structural reform leave Greece
facing the prospect of continued and widening nominal and
real divergence from the rest of the Community.
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Spain

Activity now expanding more moderately

After a period of strong growth in output and employment,
the Spanish economy has entered a phase of more moderate
expansion. The slowdown in economic activity, already ap-
parent in 1990, intensified in 1991 when output increased by
2,5 % and employment rose by a modest 0,7 %, well below
the annual average growth rates of 4,5% and 3,1 % in
output and employment respectively between 1986 and 1990.

The restrictive policy measures implemented in 1989 and the
negative expectations effect of the Gulf crisis were the main
sources of weakness in the economy in 1990. In 1991, the
restrained growth of the economy has also reflected the
combined impact of the deteriorating international environ-
ment, persistent internal cost pressures on competitiveness
and increased exposure to external competition. With profi-
tability being squeezed by decelerating demand and rising
wages, the slowdown in plant and machinery investment has
become pronounced, with a negative growth rate for 1991
as a whole. Construction has been supported by public sector

infrastructure investment, although activity in the residential
sector has been much less buoyant than in previous years.
Consumption, mainly of non-durables, has provided the
most significant impetus to growth in the economy; private
consumption increased by 3 % despite slower employment
creation and public consumption expanded by more than
4 %.

The weakness in equipment investment has led to stagnation
in imports of capital goods, leaving consumption as the main
source of import growth. Reduced internal demand has
facilitated a shift in output towards external markets, re-
inforcing the trade dynamism created by German unifi-
cation; half of the increase in the value of total merchandise
exports in 1991 went to Germany. As a result, Spain has
gained about five points in world market share.

Prospects for faster growth next year have been enhanced
by: (i) the removal of restrictive monetary measures since the
beginning of the year (quantitative restrictions on domestic
credit were lifted in January and constraints on foreign
borrowing were abolished in April); (ii) the reduction in
interest rates by some two to three points; (iii) the improve-
ment in expectations due to the anticipated international
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Table 1

Spain: Macroeconomic performance

1984-86 198789 1990 1991 1992 1993
GDP

(% change) 24 52 37 25 31 32
Total domestic demand

(% change) 27 717 46 31 34 35

Employment (% change) —08 39 26 0,7 1,2 1,5
Unemployment rate (%) 21,2 18,9 16,1 158 15,5 153

Inflation (%) 92 58 64 58 56 52
Balance of current
account (% of GDP) 1,5 —1.4 =35 =3,1 =32 =32

For definitions, see Table 3 for Belgium.

recovery; and (iv) optimism specifically related to special
events scheduled for 1992 (i.e. the Olympic Games and the
Universal Fair).

The very substantial catching-up in consumption, mainly for
durable goods, and investment which occurred during the
second half of the 1980s suggests that growth in the next
few years is likely to be less hectic than experienced in the
period following accession to the Community. In conse-
quence, the risk of re-emergence of disequilibria on the scale
experienced in the late 1980s will be much less. Moreover,
the persistence of existing imbalances and the requirements
for entry to EMU preclude any possibility for expansionary
economic policies. So, while growth will remain above the
Community average (real GDP should expand at a rate
slightly above 3 % in 1992), the economy can now be said
to have entered a new phase in which real activity and
employment will expand at a more moderate pace.

Table 2

Spain: Investment performance

1984-86 198789 1990 1991 1992 1993

Gross capital formation
(% of GDP) 19,2 22,8 255 254 25,5 257
(% change) 26 139 6,7 22 36 40

of which:
Construction (% change) 1,0 12,3 10,7 53 40 4,0
Equipment (% change) 48 162 12 —-25 30 40

Employment growth is reflecting the slowdown
in the economy but inflation and the current
account deficit have been slightly reduced

The slowdown in economic activity has not affected all
productive sectors uniformly. The service sector remains
more protected from external competition, so cost pressures
are translated into higher prices. The more exposed manufac-
turing sector is already narrowing profit margins to maintain
or increase market share, and rising costs are increasingly
reflected in much slower employment creation. Meanwhile,
the strong employment performance in services, in particular
non-tradables, explains the gap between the fall in manufac-
turing employment (—2,6 % in 1991) and the small but
positive increase (0,7 %) in total employment.

However, the impact of lower employment creation on un-
employment has been mitigated by a fall in the activity
rate, and the unemployment rate has continued to decrease
slightly from 16,1 % in 1990 to 15,8 % in 1991. The struc-
tural difference between labour productivity in the service
and industrial sectors also explains why unit labour costs in
the total economy have recorded a slower decline than might
be suggested by the deceleration in employment, despite an
increase of 3,2 % in manufacturing labour productivity.

The wide disparity between the trend in manufacturing
prices, where convergence with narrow-band ERM countries
has already been achieved, and price trends in services per-
sisted in 1991; this divergent trend supports the view that
the hard core of Spanish inflation is located in services and
particularly in non-tradables. Having absorbed the effects
of the rise in oil prices caused by the Gulf crisis, consumer
prices have now resumed their earlier more moderate trend.
The rate of inflation, measured by the annual average growth
in the private consumption deflator, fell to an estimated
5,8 % in 1991 from 6,4 % in 1990. Reduced internal demand
pressures and falling import prices have contributed to the
price deceleration, whereas nominal wages have increased at
the same rate as in 1990.

Cost pressures on the tradable sector from the non-tradable
sector are preventing improvements in competitiveness and
further correction in the external deficit. Despite the buoyant
export performance, the trade deficit remains very high
(around 5,5 % of GDP); this deficit has been only partially
offset by a recovery in tourism receipts. The resulting current
account deficit is about 3,0 % of GDP. While these figures
imply some improvement on the deficit recorded in 1990
(—3,5% of the GDP), there is still a substantial call on
foreign resources to supplement Spain’s domestic saving
which does not yet match investment needs.
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Table 3

Spain: Economic policy indicators

1984-86  1987-89 1990 1991 1992 1993
Money growth
(% change) 12,8 123 119 86 83 68
Short-term interest rate 129 142 152 13,2 12,0 10,9
Long-term interest rate 13,8 12,8 14,7 124 11,9 11,5
Competitiveness 100,9 110,2 124,0 124,0 124,3 1258
Budget balance
(% of GDP) —-6,1 —3,0 —4,0 —39 —3,6 —322
Gross public debt
(% of GDP) 438 446 445 456 46,4 46,9
Nominal wages per head
(% change) 96 63 77 78 70 6,5
Real wages per head
(% change) 03 05 1,2 1,8 13 1.2

For definitions, see Table 3 for Belgium.
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In the absence of a ‘competitiveness pact’,
monetary and fiscal policy experience
difficulties in correcting imbalances

As catching-up has proceeded and, in particular, since the
second half of 1988 when problems of overheating arose,
monetary policy has assumed an active role in correcting
disequilibria with little assistance from fiscal policy. Even
though a continuous overfinancing of the current account
deficit and the ERM constraint implied limited room for
manoeuvre in monetary policy, the burden of nominal ad-
justment has been borne by high interest rates and, finally,
in 1989, quantitative controls on domestic and external
credit. The current slowdown in economic activity has al-
lowed some easing of monetary conditions in 1991 as well
as further progress in the liberalization of the capital move-
ments.

However, the failure of workers, employers and government
to agree a ‘competitiveness pact’, aimed at ensuring low
growth in domestic costs and prices, places an even heavier
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burden on monetary and fiscal policy to correct imbalances
in the economy. Taking into account that with quasi-fixed
exchange rates and total freedom of capital movements the
role of monetary policy is limited, fiscal policy and structural
reforms should share the responsibility for leading the econ-
omy to a non-inflationary and sustained growth path.

With regard to fiscal policy, the operation of the automatic
stabilizers in the downward phase of the economic cycle has
meant higher expenditures and lower receipts than planned
in 1991. The target for the public deficit was abandoned in
mid-year at the same time as specific measures aimed at
containing the overrun in expenditures were implemented.
Consequently, a reduction in net borrowing by general
government has not been achieved and the outturn for 1991
will be around the same level as in 1990, i.e. 4 % of GDP.

Moreover, the target of a zero non-financial State sector
deficit in 1992 has been postponed. Further increases in
current transfers, responding to social requirements, and
expanded infrastructure investment (despite some envisaged
cutbacks in 1992) will involve continued upward pressure
on expenditure in the coming years. On the income side,
implementation of fiscal reform implies reduced direct tax
receipts although losses may be offset by an increase in
indirect taxes in line with the tax approximation throughout
the Community, and by higher employers’ social security
contributions. However, the rise in indirect taxes planned
for January 1992 and January 1993 will delay further an
accelerated reduction in the inflation rate. Persistent fiscal
fraud is an additional factor contributing to the difficulties
in substantially reducing the budget deficit.

Increased competition in the service sector and
flexibility in the labour market are needed to
accelerate nominal and real convergence

Structural reforms and a greater degree of competition seem
to be essential for improving the efficiency of the productive
factors and eliminating obstacles to the convergence process.
In this respect, special attention should be paid to the service
sector and the labour market. The first, which is still quite
closed to foreign competition and which also has a low
degree of internal competition, is clearly disturbing relative
prices in the rest of the economy, making it more difficult
to improve external competitiveness.

On the other hand, structural deficiencies remain in the
labour market. The absence of regional and professional
mobility of the labour force, the lack of pay differentials
between regions, the inadequacy of education and training
programmes, high severance payments and an accentuated
market segmentation between permanent and non-perma-
nent workers are reducing wage competition and explain
why nominal wages have not responded to the persistently
high levels of unemployment.

However, a major contribution from budgetary policy and
wage moderation seems essential to achieve a better allo-
cation of resources which can be translated into productivity
and external competitiveness gains. At the same time, this
could help prevent such supply-side improvements leading
to an excessive new surge in demand.
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France

French economic activity has recently slowed ...

After a period of relatively strong growth, economic activity
slowed down in 1991. External events, in particular the
Gulf war and slower world trade, have affected domestic
economic activity over the recent past. As demand and
corporate profits have fallen, investment projects have been
cancelled or delayed. In order to restore profitability, en-
terprises will need to improve cost efficiency, especially in
those sectors open to international competition, such as
manufacturing industry. However, despite a marked slow-
down in industrial production since the end of 1989, there
was a lagged effect on employment which did not fall signifi-
cantly until the beginning of 1991.

The growth of nominal wages has been slow to decelerate
partly due to factors external to the wage formation process;
wages per head should increase by about 4 % in 1991. As
labour productivity has increased only very moderately,
mainly due to cyclical factors, cost pressures are relatively
high. The implied deterioration in profit margins, together
with gloomy demand prospects, has strongly affected cor-
porate investment, although there has been a pronounced
increase in capital formation by public utilities.

The labour market weakness together with higher rates of
social security contributions have limited the increase in
households’ disposable income. Two other factors acting to
restrain consumption have been the increase in precaution-
ary savings due to the gloomy employment prospects and,

Table 1

France: Macroeconomic performance

198486 198789 1990 1991 1992 1993
GDP
(% change) 1,9 31 28 1,3 23 25
Total domestic demand
(% change) 24 34 32 1,1 19 23

Employment (% change) —-04 0,7 1,2 04 00 0,5
Unemployment rate (%) 10,1 99 90 95 10,1 10,2

Inflation (%) 55 33 29 30 29 28
Balance of current
account (% of GDP) 02 -0,2 -1,0 -0,7 —0,8 —0,7

For definitions, see Table 3 for Belgium.
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to a lesser extent, the restricted supply of housing and
consumer finance to highly indebted households. This slow-
down in private consumption and residential construction
has only partly been compensated by general government
consumption and investment.

... but a marked recovery may occur
under certain conditions

The key condition for a sustained recovery in economic
activity in France is the continuation of the improving trend
in profitability which was interrupted in 1991. In the internal
market the rates of return on physical assets will have to
adjust as the return on investment in France relative to
partner countries will determine medium-term employment
prospects. Therefore, in order to attract the investment
needed to create jobs, the decline in profitability indicated
by the marked increase in real unit labour costs this year
must be reversed. The expected recovery of economic activity
which is forecast for 1992 and 1993 depends crucially on the
assumption made for wages and labour productivity. As
wage moderation is expected to continue and productivity
growth to reach 2 %, enterprises should be able to increase
profit margins next year. Investment is expected to remain
at a high level and the slowdown in consumer expenditure
could come to an end.

As external competitiveness is also improving and a recovery
is expected to take place in some partner countries, especially
the United Kingdom, exports should grow more rapidly in
1992. As import growth will be moderate, the external side
should contribute positively to GDP growth.

Despite some cuts in central government expenditure decided
during the year, lower fiscal receipts imply that the budget
deficit will exceed not only the target of the 1991 Finance
Act but also the observed deficit in 1990. Moreover, the
social security accounts are beginning to deteriorate again
under the influence of slower growth in contributions and
increasing expenditure on unemployment benefits. Thus, the
automatic stabilizers are playing a role.

Prospects for inflation remain very promising. Consumer
prices will increase by about 3 % per year over the period
1991-93. The progressive integration of goods markets to-
gether with stable exchange rates have led enterprises to
moderate their price increases in order to remain competitive
on both domestic and external markets. In contrast to devel-
opments this year, low inflation is expected to be consistent
with a recovery in profits during 1992 and 1993. Real wage
growth should be below labour productivity growth and the
decline in profit margins experienced this year is likely to be
reversed.




France

Nominal performance improving
and sustainable

The hard currency option followed by the French authori-
ties, wage moderation partly facilitated by the high level of
unemployment and a relatively tight budgetary policy have
contributed to the lowest recorded inflation rate among the
major EC countries. In 1991, for the first time, the falling
French inflation rate dipped below the German rate, which
has risen partly due to the consequences of unification. The
growing credibility of French stability-oriented macro-
economic policy has also been illustrated by a significant
decline in long-term interest rates, which decreased by 200
basis points during the past 12 months.

Integration of goods markets suggests that price competition
has increased and unfavourable cost developments will be
felt more directly in terms of declining profit margins or
losses in market share. The coincidence of limited increases in
producer prices of manufactured goods due to international
competition, and the relatively greater increase in unit labour
costs suggests a significant squeeze on profit margins of
French exporting sectors. In order to remain ‘competitive’

on external markets, French manufacturing industry has
only slightly increased its export prices, selling with lower
profit margins than on the domestic market. This export
price behaviour is similar to that of European competitors,
indicating stronger competition during a slow growth phase.

In an environment of liberalized capital movements the
meaning of current account developments has changed, as
these increasingly reflect ex ante investment and saving de-
cisions. As investment has been strong over recent years,
some deterioration in the trade balance was to be expected
and the small current account deficit should not be taken as
an indicator of structural weakness. Only very recently has
the trade deficit stabilized, not least due to growing exports
to Germany. The growing trade deficit in manufactured
goods was nevertheless not reflected in a growing overall
trade deficit. A growing surplus on agricultural trade (both
commodities and also manufactured food products) and
lower prices for imported energy compensated for the un-
favourable trends in the trade of manufactured goods.

The current account deficit has been easily financed by
capital inflows without major changes in exchange-rate ex-
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pectations. Significant net foreign direct investment outflows
have been counterbalanced by large net portfolio capital
inflows; the implication is that an increase in net interest
outflows, in addition to a larger trade deficit was a major
factor in the deterioration of the current account balance
in 1990. This result seems to suggest that macroeconomic
credibility has been largely established and is attracting
portfolio investment, while supply-side problems still persist.
In the absence of such supply-side problems, the macro-
economic adjustment process in the late 1980s would have
been less difficult.

The structure of capital flows implies that any reduction in
the return on financial assets due to either a cut in interest
rates or to a loss in credibility of macroeconomic policy
could very quickly affect the basic balance by a shift from
domestic to overseas assets. This could lead to a disequilib-
rium in the balance of payments as direct investment flows
are less volatile. In order to reduce this constraint, the
appropriate response would be to attract more direct inward
investment, which is also needed to improve employment
prospects. Structural reforms are thus required to reduce the
micro-risk premium demanded by foreign direct investors.

... and profitability of enterprises improving
again

In addition to the remarkable achievements as regards nomi-
nal convergence, the French economy has undergone im-
portant reforms aimed at improving market economic be-
haviour. Internal and external liberalization of goods and
financial markets has been the precondition for preparing
the French economy for integration into the single market. In
particular, profitability of investment improved remarkably.
Indeed, since the mid-1980s real unit labour costs were on a
declining trend and since 1986 investment in equipment
has been the most dynamic domestic demand component.
Although investment has been fairly sluggish this year the
investment ratio is still high in a historical perspective.

In order to achieve a higher underlying growth trend the
financial performance of the French corporate sector has to
be improved further. The recovery of investment stopped in
1991, despite the need for further strengthening of the supply
side, especially in manufacturing. All in all, a higher underly-
ing growth rate can only be obtained by further wage moder-
ation, perhaps undershooting the equilibrium real wage level.
Improved profitability should foster investment and
strengthen supply-side credibility. As new investment will
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improve the potential to increase efficiency, the underlying
growth rate should rise. During this process, the real wage
level could start to adjust to its equilibrium level;, however,
it should be noted that the process would be put in jeopardy
by an acceleration of wage growth ahead of productivity.

Unemployment: the most serious
macroeconomic disequilibrium

Having fallen for three years (1988-90), the unemployment
rate increased again in 1991, under the influence of the
slowdown in economic activity. Until the mid-1980s, weak
actual as well as potential output growth appears to have
been one of the main factors behind low job creation. Since
1988, output growth has accelerated substantially, reversing
the trend in employment. Nevertheless, some rigidities have
reduced the efficiency of the labour market and have affected
the level of unemployment, by limiting nominal and real
wage adjustment, flexibility in employment, and an efficient
use of the capital stock.




France

Table 2

France: Investment performance

198486 1987-89 1990 1991 1992 1993
Gross capital formation
(% of GDP) 193 209 21,7 21,3 21,2 214
(% change) 18 61 38 -06 18 33
of which:

Construction (% change) 0,1 53 23 12 21 29
Equipment (% change) 45 70 50 —1,8 1,6 35

One of the specific features of wage formation in France is
the minimum wage regulation (‘SMIC’). The crucial question
is whether the minimum wage creates or aggravates the
insider-outsider problem. In a situation of rising unemploy-
ment, the least skilled workers are crowded out by better
skilled workers, thus leading to disproportionately high un-
employment among the low-skilled workers. As wage flexi-
bility is particularly low in these wage groups because of the
SMIC regulation, the crowding-out problem is aggravated.
The growing number of employees paid under the SMIC
regime indicates that the issue might be relevant in France.
Moreover, the prospect of being paid for most of their
working lives under this regulation does not help to motivate
workers. Finally, the SMIC regulation is also an obstacle
to regional labour mobility, as it establishes a minimum
threshold throughout the country: thus, regional wage differ-
entiation is very limited.

Social security contributions also play a major role. Taking
all social security contributions together, they are much
higher for low wages, increasing the wage costs for low
productivity workers. Therefore, a broader base for social
security contributions might alleviate cost pressures for such
workers. A first step in this direction has been the institution
of the ‘cotisation sociale généralisée’, which finances the
social security system using the total income of the taxpayer
as a basis. As regards unemployment benefits, the French
system is characterized by fairly generous access to benefits.
A relatively short period of work qualifies the unemployed
to receive unemployment benefits for a duration of 6 to
24 months. Moreover, there is no ceiling on the level of
pay in employment beyond which unemployment benefits
(calculated as a proportion of such pay) are curtailed.

Rigidities in hiring and firing conditions very often work as
an impediment to flexible adjustment of the labour force. In
France the environment for a flexible employment policy has
improved during the last few years. Nevertheless, important

rigidities remain. For example, social plans for people about
to be made redundant remain a requirement and employers
must offer retraining programmes on very strict conditions.
Moreover, public enterprises in the competitive sector must
negotiate their large-scale redundancies with government
authorities; thus, their flexibility in the face of changing
market conditions is reduced. The low level of skills among
French job-seekers stems from an underdevelopment of tech-
nical education, affected also by the absence of an interface
between schools and enterprises. The government has, there-
fore, recently decided to improve the conditions of appren-
ticeship in enterprises and to increase the quality of the
education system through more financial resources. This
point is very important because of the significant influence
of education on labour productivity.

Improvement of supply-side performance
urgently needed

The internal market and the consequent growing inter-
national mobility of investment necessitates a further im-
provement in supply conditions, in order to enhance the
competitiveness of the French economy and so boost em-
ployment creation. The measures taken in the course of 1991
to enable private capital to acquire a minority interest in
public firms in the competitive sector goes in this direction.
In fact the central government no longer favours significant

Table 3

France: Economic policy indicators

1984-86  1987-89 1990 1991 1992 1993

Money growth

(% change) 7., 1,5 1,5 59 59 69
Short-term interest rate 98 85 103 95 94 90
Long-term interest rate 106 91 99 90 90 89
Competitiveness 100,3 99,1 100,2 96,1 93,2 913

Budget balance

(% of GDP) -28 —1,6 —1,1 —1,5 —=1,7 —=1,5

Gross public debt

(% of GDP) 45,0 47,3 46,6 472 475 475
Nominal wages per head

(% change) 65 42 49 46 38 38
Real wages per head

(% change) 09 09 19 L5 09 1,0

For definitions, see Table 3 for Belgium.

55



The national economies

direct financing of investment by public enterprises, above
all in sectors where research and development expenditure
is very high (the computer and electronic industries, for
example). It was also necessary to reduce the debt financing
of investment, during a period of high real interest rates,
and already very high debt to equity ratios. Moreover, public
sector enterprises were financially and legally constrained in
the restructuring process within the productive system, which
is leading to an increasing number of mergers and acqui-
sitions, at domestic and international level. Nevertheless,
despite a privatization programme of a few billion francs in
the 1992 Finance Act, nearly all public sector enterprises will
remain under the majority control of the State.

Difficult access to external finance and continuing heavy
interest charges also discourage investment by private en-
terprises. Concerning the supply of funds, taxation of savings

still creates some distortions in financial resource allocation.
Taxation in respect of shares, despite a tax credit system,
has taxed dividends more highly than interest income on
marketable assets. This could partly explain the small size
of the French equity capital market. For this reason, the
French Government has decided in the 1992 Finance Act to
reduce the corporate tax on distributed profits from 42 to
34 %, the existing rate for non-distributed profits. With
growing capital mobility in the internal market, these na-
tional differences in corporate taxation will imply that more
highly taxed enterprises have to enjoy a higher pre-tax profi-
tability than their lower taxed foreign competitors in order
to enjoy the same post-tax rate of return. This result can be
reached by lower unit labour costs as a result of either
stronger productivity or a lower nominal wage bill. There-
fore, the adjustment to different tax burdens at the inter-
national level will demand either an improved allocation of
capital or greater flexibility in wages inclusive of social
contributions.




Ireland

Ireland

Problems in labour market
and public finances re-emerge
as the economic environment deteriorates

After four years of strong growth, the performance of the
Irish economy has deteriorated in 1991. Growth is expected
to slow to 1,3 % this year, recovering only moderately to 2 to
2% % in 1992. The deceleration in economic activity mainly
reflects external rather than internal influences. The domestic
macroeconomic policy mix of exchange-rate stability, fiscal
restraint and wage moderation, which has been applied
with considerable success since 1987, remains unchanged.
However, economic performance has been subdued by the
moderation in world trade, high international interest rates
and by the recession experienced in the neighbouring United
Kingdom.

Table 1

Ireland: Macroeconomic performance

1984-86 198789 1990 1991 1992 1993
GDP
(% change) 2,1 47 57 13 23 28
Total domestic demand
(% change) 10 1,8 54 06 1,1 1,8

Employment (% change) —-1,3 03 1,3 00 03 0,6
Unemployment rate (%) 17,7 17,1 15,6 16,8 18,1 18,6

Inflation (%) 55 32 26 30 30 28
Balance of current
account (% of GDP) -42 14 34 23 20 1,7

For definitions, see Table 3 for Belgium.

The slowdown in the economy has been accompanied by a
deterioration in the previously favourable trends in the lab-
our market and the public finances. As the pace of employ-
ment creation has declined and emigration has ceased due
to low labour demand in the United Kingdom and the
United States of America, the reduction in unemployment
achieved between mid-1988 and mid-1990 has not been
sustained; in 1991, the unemployment rate has climbed to
an historical high. Despite the prospects of a moderate
economic recovery, problems in the labour market are un-
likely to ease significantly in 1992 and 1993. The rise in
unemployment, reduced tax buoyancy and the increase in

the public sector wage bill have put pressure on the public
finances. Budgetary drift this year has ended the progressive
reduction in underlying net borrowing by general govern-
ment (i.e. exclusive of one-off privatization receipts) relative
to GDP since 1987; medium-term budgetary targets, which
were recently reaffirmed by the authorities, now seem in-
creasingly difficult to achieve.

Competitiveness performance remains a more positive fea-
ture of the economy. The average inflation rate in 1991 was
below that of Germany and is likely to remain low in 1992
and 1993. The successful implementation of the terms of the
social consensus is maintaining an appropriate overall trend
in wages relative to productivity, despite the more rapid
increase in public sector wage rates; thus, the evolution of
unit labour costs relative to other trading partners continues
to be favourable. In this respect, the economy remains well
positioned to exploit medium-term opportunities for acceler-
ated growth as the international environment improves.

Table 2

Ireland: Investment performance

1984-86 198789 1990 1991 1992 1993

Gross capital formation
(% of GDP) 19,8 18,0 18,9 18,6 189 19,2
(% change)