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had a general government net borrowing requirement in excess of 10X of GDP,
four Member States (Belgium, Greece, Ireland and Italy) found themselves in

that position last year.

The most marked influence on budget outturns in 1981 came from the
growth of current expenditure. Current transfer payments increased by more
than 18% on average in the Community, and "other current expenditure"
(which, to a large extent, consists of interest payments) rose by more than
26% (see Table 6.2). By contrast, gross capital formation increased by only
3,8%. The difference between this latter figure gnd the previous two
figures indicates that, in determining the structure of budget expenditure
last year, efforts were made to achieve some degree of built=in stabiliza-

tion in budgetary policy pending the reversal of the economic cycle.

The estimates for 1982 suggest that the Community's net borrowing
requirement as a proportion of GDP will increase slightly (5% as against
4,8% Last year). There is expected to be a significant reduction in the ra-
te of increase in total expenditure (up 12,5% as against 15,5%), while the
growth of current revenue is expected to be half a percentage point lower
than in 1981 (12,2% against 12,7%). Tax pressure, particularly that of in-
direct taxes and,above all, social security contributions, has increased,
with the result that the sum of taxes and social security contributions in
1982 will probably be equivalent to 42% of Community GDP as against 41,3%
last year (Table 6.2). However, the shift in budgetary policy in 1982 is
evident mainly on the expenditure side, with slower growth in current
transfers, other current expenditure and public consumption. However, in-
flation is slowing down only gradually, and the degree of rigidity dis-
played by these expenditure components remains high. The 1.6 percentage
point reduction in the rate of increase in current transfer payments (most
of which go to households) and the 3.6 percentage point reduction in the
rate of increase in public consumption reflect the efforts being made by
the authorities to contain the growth of budgetary expenditure. However,
the persistent disequilibrium between the growth rate of expenditure and

that of revenue has the effect of maintaining the momentum of dissaving
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(29 100 million ECU in 1982 as against 17 600 million ECU in 1981), so that
despite a continued squeeze on capital expenditure (gross capital forma-
tion up 4,6X% in 1982), the net borrowing of general government in the
Community as a percentage of GDP has risen. At the same time, budgetary

capital expenditure as a proportion of GDP is declining.

In 1982, the majority of Member States should see a reduction in
their net borrowing as a proportion of GDP. However, in Denmark, France,
Luxembourg and the Netherlands, the increase in the public deficit will be
greater than the increase in nominal GDP. In Denmark, the relative level of
current expenditure, particularly transfer payments, is rising steadily
(this is true of unemployment benefits in particular), while the slow
growth of real incomes is affecting budgetary resources, particularly the
yield of indirect taxes. In June, a programme to support employment was in-
troduced and financed by an increase in excise duties, which were already
very high, but the increase in revenue does not fully cover the increase in
expenditure. The cost of debt service is also becoming an increasing burden
for Denmark. Calculating net borrowing after deduction of net interest pay-
ments (see Table 6.1), the adjusted balance will probably increase by only
six~tenths of a point as a proportion of GDP as against an increase of 2.4
points for the unadjusted balance. In France, where in 1981 general govern-
ment net borrowing as a percentage of GDP was low, the increase in 1982 was
also due to the fact that the rise in current expenditure outstripped that
in current revenue, despite the increase in indirect taxation (changes were
made in VAT rates). The balance adjusted for net interest payments also in-
creased. In Luxembourg, the high lLevel of capital transfers explains why
there is a net borrowing requirement, although gross saving is substantial
and the scale of interest payments received by general government explains
the size of the borrowing requirement net of interest payments. In the
Netherlands, 1982 has seen only a very modest increase in receipts from di-
rect and indirect taxes while current expenditures, particularly transfers,
have increased substantially. In the other Member States, adjustment ef-
forts are in the form of tighter control over the growth of expenditure,
often combined with an increase in revenue. In Belgium, an attempt has been
made to cut back on current expenditure, which should make it possible to
limit the current deficit in the central government budget to BFR 252 000

million and to eliminate the deficit in the social security budget in 1982.
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In the Federal Republic of Germany, the 1982 budget also included a series
of measures to curb expenditure on health, housing and support for
employment. Ireland raised social security contributions and significantly
increased VAT rates and excise duties. These two types of taxes were also
adjusted upwards at the end of July 1982 in Italy, where a law granting a
tax amnesty together with an increase in direct taxes payable should also
boost budget revenue. In the Netherlandé, a temporary increase in tax on
wages and other personal incomes was introduced with effect from 1 July
1982.

6.2 Budgetary policy situation

In 1982, nearly all the Member States were confronted with a
number of common difficulties in budgetary management, though the acuteness
of the problems varied from one country to another. Finance laws were pre-
pared in the summer of 1981, except in Ireland and the United Kingdom,
where the procedure applies to the financial year. There were delays in
adopting the budget in several Member States. This was the case in Belgium,
where the budgetary procedure spilled over well into 1982, in Denmark and
Greece, where the budgets were adopted in February and April respectively,
and in Italy, which had to apply the provisional twelfths procedure until
April. The growth rates of activity assumed in the draft finance lLaws gene-
rally proved to be higher than the rates actually achieved. Consequently,
budget revenues increased less than anticipated. This effect was combined
with a swelling of transfer expenditure, mainly as a result of the conti-
nuing sharp rise in unemp loyment. In pursuing their policies the authori-
ties were therefore obliged to try and avoid or limit, as far as possible,
any straying off course. This phenomenon was sufficiently general to affect
not only those countries with large budget deficits but also those with mo-
re moderate deficits. Table 6.3 gives the components of changes in budget
deficits, distinguishing between the effect of changes in activity, the ef-
fect of changes in net interest payments and the residual change, which re-
presents the discretionary component of budgetary policy. While the figures
must be interpreted with caution, they do none the less indicate that the

change in activity, though contributing less to the change in the Community
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deficit in 1982 than in 1981, continued to make for an increase in that de-
ficit as the growth rate was generally Llower than the potential growth
rate. (The potential growth rate for the Community was estimated at 2,6%.

The methodology used is set out in the methodological annex).

Accordingly, the discretionary component (net of interest payments)
continued to have a restrictive impact (+1,4%X of GDP in 1982 as against
+0,8% in 1981). Another, much more summary, indication of the stance of
budgetary policy is provided by the figure for net borrowing after deduc~
tion of net interest payments (Table 6.1). In so far as net interest
payments largely reflect the present cost of past budget management, the
net positions after deduction of interest payments give a truer reflection
of the current thrust of budgetary policies. The Community average of the
deficits can thus be seen to decline by four tenths of a point between 1981
and 1982, whereas the average inclusive of interest payments falls by only
two tenths of a point. The question which therefore arises is whether the
budgetary policies pursued have been adapted to the present economic
situation in the Community. Until very recently the main problem was to
decide to what extent the built-in stabilizers should be allowed to
operate. As the recession in evidence since the second half of 1980 had
been expected to give way to an adequate recovery in 1982, it might have
seemed a reasonable option to allow some role to economic stabilizers,
albeit in differing degrees given the specific situation of each Member
State.

Since the recovery has not taken place, however, the budgetary and
financial situations of the Member States have in general deteriorated. In
a period of two years, several Member States saw their public debts
increase considerably as a proportion of GDP: between 1979 and 1981, the
total public debt in Belgium rose from around 72% to almost 89% of GDP,
central government debt in Ireland rose from 90,6% to 99,1%; general
government net debt in Denmark rose from 1,8 % to 16,3 % of GDP. The finan-
cial constraints on these Member States have been aggravated by two fac-
tors, namely the rise in interest rates, which adds further to the
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cost of debt servicing, and the rise in the dollar, which increases
repayments of external debt. It is therefore not so much the position of
these economies in the economic cycle which now Largely determines their
budgetary policy stance, as the scale of the financial problems facing

them.

A brief examination of the budgetary situations of the Member Sta-
tes might suggest that, in contrast to those in which the budgetary
situation is the most imbalanced, the countries which are better placed in
terms of public finance should continue to frame their budgetary policy
mainly in the light of their position in the economic cycle, thereby making
sure that the counter—cyclical effects of the built-in stabilizers are not
offset. Yet this argument fails to appreciate that a combination of factors
is restricting the room for manoeuvre for budgetary policy to support acti-
vity. The first factor, which is now becoming particularly significant, is
the steady rise in general government revenue as a proportion of GDP. This
is a general phenomenon affecting all the Member States and one which has
been gaining momentum since the first oil shock and the slowdown in growth.
The increase in the proportion of national resources appropriated and
redistributed by government was less directly perceptible by economic
agents during periods of strong growth. The slowdown in activity has had
the effect of speeding up the process and making it less controllable. Ini=-
tially, it was possible to consider that the social function of government
in the areas of redistribution and social transfers (particularly
unemp Loyment benefits) remained the budgetary priority in the eyes of all
economic agents. However, there is reason to wonder whether, in some cases,
the lLevel of redistribution by government has not now gone beyond what is
implicitly accepted. General government current revenue in Luxembourg, the
Netherlands and Denmark is now equivalent to more than 50% of GDP and is
above 40% in all the other Member States except Greece, where it is around
304. During a period when the growth of their nominal incomes is slowing
down and, in some cases, their real incomes are actually falling, private
households tend to be less ready to accept the burden imposed by government
levies. In such circumstances, cuts in budgetary expenditure become the key
priority. At the same time, the reluctance of economic agents to accept the
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burden of the "oil tax" has certainly in a number of countries been an
important factor of confrontation in the distribution of national income
among enterprises, households, governments and the rest of the world. This
attitude has, in important degree, led to the maintenance of excessive
absorption and thus to external deficit and inflation. In these cir-
cumstances budgetary policy evidently cannot seek a recovery of activity in

the Community through demand support.

For the reasons set out aboVe, it appears that the use of budgetary
policy for short-term regulation of the economic cycle is an extremely
delicate operation. The United Kingdom and the Federal Republic of Germany
are certainly, from the point of view of inflation and external trade, the
Member States in the most favourable position. But in Germany too,
recurrent budget deficits and the resulting increase in public debt

increasingly restrict the scope for action.

In France, on the other hand, it is not the scale of budget defi-
cits or the public debt, but the Level of inflation and size of the trade
deficit which have induced the authorities to restrict the growth of the
budget deficit.

The medium=term trend of the major budgetary aggregates, Like that
of the budget balances, is not particularly reassuring. Graph 6.2 shows the
share of public expenditure in the Member States over a period of a Little
more than 20 years, and the upward trend seems inexorable. In its com-
munication to the Council dated 1 July 1982, entitled "Budget discipline
and economic convergence"”, reproduced as an annex to this Review, the Com-
mission stated that, in many Member States, the management of public sector
finances was not making a sufficient contribution to the efforts to achieve
economic stabilization and put the economy on a sound footing. Action had
to be concentrated in the area of public expenditure, whose growth would

have to be strictly Limited and whose structure would have to be improved.
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The Commission therefore requested the Council to accept four main guideli-
nes which should be implemented in each Member State while of course taking
into account individual situations: control of the budgetary aggregates,
application of strict budgetary procedures, application of strict prin-
ciples of budget management and more severe financing criteria. The Com-
mission believes that achievement of a sounder budget situation must be the

objective throughout the Community.

The budget forecasts drawn up by the Commission departments for
next year form an integral part of the economic forecasting exercise. An
improvement in activity and slowdown in inflation are expected to be accom—
panied by a reduction in general government net borrowing expressed as a
percentage of GDP (4,8% in 1983 as against 5,04 in 1982). After deduction
of interest payments, there should be an improvement of four tenths of a
point in the net borrowing requirement. Table 6.3 shows that the change in
activity will have the effect of increasing the budget deficit by nearly
one point, and the discretionary component of the change in the deficit
will be strongly positive (1,2 points of GDP), reflecting a further
tightening of the budgetary policy stance in 1983. Achieving these fore-
casts requires an increase (eight tenths of a point) in general government
current revenue as a percentage of Community GDP, that is, a continuation
of the upward trend in that percentage despite the efforts made to end it.
More and more budgetary authorities are setting themselves short-term or
medium=term targets to control the growth of budget deficits. This is par-
ticularly the case in Belgium, which is seeking to reduce the central
government net borrowing requirement as a proportion of GDP by 1 - 1,5%
over a period of two or three years; in France, which hopes to Limit the
central government net borrowing requirement to 3% of GDP; and in the
United Kingdom, which, as part of the medium=term financial strategy, has
set budgetary targets for as far ahead as the financial year 1984-85. Most
of the other Member States also set themselves technical objectives for

Limiting expenditure and/or deficits in preparing their 1983 budgets.
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6.3 Public debt in the Community

Since 1973, public-sector debt as a percentage of GDP has risen -
though to varying degrees = in all the Member States except the United
Kingdom, where it had fallen to 58,8% of GDP in 1981 from 71,5% in 1973
(6Graph.6.2 and Table 6.4). The division into countries with a lLarge public
debt and countries with a more moderate public debt did not change fun-
damentally during that period. While differences of definition make it dif-
ficult to compare the figures for public debt as a proportion of GDP, it is
possible to assess the various rates of increase in the level of public-
sector debt within the economies of the Member States. This level has
doubled in Greece, almost doubled in Ireland and in the Federal Republic of
Germany and has increased by about 50% or a Llittle less in the Netherlands,
Italy and Belgium; it has remained virtually stable in France, Luxembourg
and the Netherlands. In Denmark, net public debt was negative in 1973 and
substantially positive in 1981. The increase in the public debt as a pro-
portion of GDP was fairly steady during the period in the Federal Republic
of Germany, Ireland and Italy; it accelerated distinctly from 1978 onwards
in Belgium, Denmark and Greece. The rise in the external component of the
public debt was generally sharper than that of the debt as a whole. In
eight years, the external debt rose from 0,6% of GDP to 10,9% in Belgium
and from 4,7% to 35,7% in Ireland; there was also a significant increase in
the Federal Republic of Germany (0,4% in 1973, 4,3% in 1981) and a somewhat
smaller one in Greece (from 5,1% to 7,8%). If the debt is divided into
short=term and Long=term instruments, it can be seen that there was a very

marked shift towards short-term indebtedness in Belgium and in Italy.

Economic analysis of the public debt situation is inevitably
complex. This is because it is difficult to determine when the size of the
debt and its composition become too costly for the economy. Moreover,
attempts to achieve a substantial reduction in public debt as a percentage
of GDP are inevitably a long-term exercise. A number of analytical criteria

must be applied to obtain a clearer picture of the various situations.
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Firstly, it should be remembered that in some countries the sum of
monetary and financial assets in the economy has consistently tended to
increase more rapidly than GDP in nominal terms. Thus, between 1972 and
1979, i.e. within the very short space of seven years, the ratio of mone-
tary and financial assets to GDP rose from 3.6 to 4.4 in Belgium and from
2.7 to 3.5 in the Federal Republic of Germany. This means that, assuming no
change in the distribution of assets and lLiabilities as between institu=-
tional sectors, the general government debt in these economies increased as
a proportion of GDP without entailing any distortion in the financial
structure of the country. In the Federal Republic of Germany for example,
the gross indebtedness of general government as a proportion of total
indebtedness in the economy rose from 6,8% to 9,7%. This increase is much
Llower than the virtual doubling of indebtedness as a percentage of GDP over

the same period.

Another criterion which is also somewhat ambiguous is the external
component of the debt. It is not possible to compare the trend of the debt
in the United Kingdom or the Federal Republic of Germany acquired by non-
residents with the external debt in Belgium, Denmark or Ireland, virtually
all of which is financed by banks. In the first two countries, it reflects
spontaneous acquisition of securities denominated in currencies that have
something Like a reserve currency status; in the other three countries, the
debt is the result of borrowings initiated by the authorities in order to

finance budget deficits and/or balance-of-payments deficits.

Lastly, a breakdown of indebtedness into short-term and long-term
instruments gives us some idea of the degree of acceptability of public
debt securities in financial markets. The shortening of the maturity of
securities issued indicates erosion of the credibility of the issuing
authority. This tendency was very clear in Belgium between 1973 and 1981
and in Italy where, in 1981, the short-term debt accounted for a Little

over two thirds of the total debt as against a Little over half in 1973.
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This indicator may be set alongside that obtained by breaking down
the financing of the budget deficit into the proportion financed by the
banking system and the proportion absorbed by the financial markets (see
Table 6.5). In Belgium, monetary financing of the budget deficit in 1981
amounted to 14,1% of GDP as against the amount equivalent to 1,2% of GDP
absorbed by the financial markets. In Greece, the relevant figures were
respectively 14,3% and 0 % of GDP and in Ireland 18,2% and 3%.

However, the rise in public expenditure is financed not only by the
current (and visible) revenue of general government budgets, but also, to
varying degrees, by the effect of inflation on the real value of the
existing public debt. In some Member States, notably Italy, the effect of
inflation since the first oil crisis has been such that the growth of the
public debt as a proportioh of GDP has remained relatively modest despite a
very high apparent budget deficit. In Germany, by contrast, the apparent
level of budget deficits has beeniappreciably below that in Italy, but the
growth of the public debt has been practically of the same order: because
of the low inflation rate and the relatively modest level of the public
debt initially, the effect of inflation on the real value of the public

debt in Germany has remained negligible (see Table 6.6).

A rapid increase in public debt as a proportion of GDP may be
accompanied by signs of strain on the financial markets, particularly if
the level of financial assets in the form of bonds is already high. Market
operators see the risk that inflation may subsequently reduce the real

value of their assets and they demand a growing premium.

Given the complexity of the financial markets and the importance of
market confidence, it is hardly possible to establish any simple Link bet-
ween the growth of the public debt (measured by the budget deficit,
adjusted for the effect of inflation on the lLevel of the existing public
debt) and the real interest rate. As shown by Graph 6.1, there is, however,
a distinct tendency for a high level of budget defici; adjusted for infla-

tion to go hand in hand with a high Level of interest rates. The exceptions
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to this rule might partly be attributable to institutional differences or
to other specific factors: the deductibility of interest payments in tax
returns might explain the relatively high level of interest rates in
Denmark; a certain degree of isolation of financial markets in Ireland and
Italy might be the reason for the exceptionally Low Level of interest rates
there; the exceptional monetary restrictions in the United Kingdom in 1981
would seem to be the reason for the real interest rate being out of all
proportion to the real public sector borrowing requirement; and the relati-
vely Llow level of the real interest rate in Germany (in relation to the
size of the budget deficit adjusted for inflation) might be due to inter-
national confidence in the German mark and an extension of its inter-

national monetary role.

Thus, study of the trend of the public debt (and of budget deficits
adjusted for inflation) provides additional information that is essential
in analysing budgetary developents and in establishing a framework for the
preparation of a medium-term financial strategy aimed at putting the
budgets in order; the basic principles for this process have been outlined

in the Commission's communication on budget discipline.
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Main budgetary policy measures in Member States affecting the financijal
years 1982 and 1983

In Belgium, the government presented the 1982 provisional draft central
government budget in August 1981. It decided at the time to lLimit the
central governmeént current deficit to BFR 201 000 million and the net
borrowing requirement to BFR 354 000 million, equivalent to 9% of GDP.
The net borrowing requirement for the public sector as a whole was
planned not to exceed 12% of GDP. The resignation of the government
‘meant that the budget could neither be tabled nor adopted according to
schedule and, following the general election, the Social Christian
Party and the Liberal Party agreed in December on a government pact
aimed at reforming public finances. The planned current deficit for the
1982 budget was maintained at BFR 200 000 million and was to be
achieved solely through expenditure economies (BFR 120 000 million).
Under the special powers granted to it early in 1982, the government
introduced in February a number of measures including, in particular, a
reduction in the VAT rate on construction work from 17% to 6%.
Following the devaluation of the Belgian franc on 21 February, the
system of linking wages and salaries to the consumer price index was
modified and a price freeze, subsequently extended until the end of the
year, was imposed. In March, the Government decided to trim central
government current expenditure in 1982 from BFR 1 469 800 million to
BFR 1 393 000 million, to Limit the current deficit to BFR 252 000
million and to reduce the social security deficit to BFR 42 500
million. The draft budget for 1982 was tabled on 1 April. 1In April, a
Royal Decree intro-duced substantial tax cuts for firms deciding to
invest (between 5% and 25% of the amount of investment could be
deducted from taxable income, depending on the kind of investment). On
Commission estimates, the central government net borrowing requirement
could amount to more than 13 % of GDP in 1982, as against 13,5% in
1981. At the beginning of August, the Government presented its provi-
sional 1983 draft budget. Total revenue was projected to be BFR 1 277
000 million and total expenditure BFR 1 702 000 million, representing
increases of 9,5% and 7,5% respectively over the figures in the 1982
central government budget. The net borrowing requirement is expected to
be BFR 445 000 million, equivalent to 10,5% of GDP. The draft budget,
which, apart from a few details, is in accord with the intentions
cited, was tabled on 8 October.

In Denmark, the government placed its 1982 draft budget before
Parliament in August 1981; the draft provided for a central government
cash deficit of DKR 39 900 million. However, the government lost the
support of Parliament in November. It was decided to hold a general
election on 8 December and Parliament granted the government temporary
powers to raise taxes and to meet current expenditure in 1982 until the
budget was passed by the new Parliament. In February, Parliament passed
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the 1982 budget, thereby cancelling the provisional budget adopted in
November 1981. Compared with the 1981 budget, planned revenue was 1,2%
higher and planned expenditure 20% higher, raising the planned central
government net borrowing requirement to DKR 47 600 million. In June,
Parliament adopted the final part of the government programme designed
in particular to improve the employment situation and to support
investment. The total cost of the programme, put at some

DK 7 500 million, was to be financed by an increase in indirect taxa-
tion, by a tax on interest receipts and by an increase in certain
excise duties. In its report on the 1982 budget, published in May, the
Finance Ministry acknowledged that the central government deficit might
turn out higher than planned. On 16 August, the government laid before
Parliament its 1983 draft budget. The total deficit (current account,
capital account and lending) was first put at DKR 73 700 million, then
in September at DKR 80 200 million, or DKR 22 700 million higher than
the most recent estimate of DKR 57 500 million (12% of GDP) for the
1982 deficit. The new government, in office since 6 September, pre-=
sented its new economic policy programme on 5 October. It envisages,
as well as a wage freeze and the suspension of indexation of incomes, a
reduction in certain social transfers subsidies.

In the Federal Republic of Germany, the 1982 draft budget approved by
the government in September 1981 provided for a substantial reduction
in the Federal government borrowWwing requirement, which was estimated at
DM 26 500 million, or around DM 7 000 million Les than the outturn
expected for 1981. The package of measures proposed was designed to
reduce the Federal budget deficit by DM 12 500 million, as compared
with the initial estimate, through spending cuts totalling

DM 10 000 million and revenue increases amounting to DM 2 500 million.
The main features of the measures as adopted by Parliament in December
were a reduction in current expenditure (notably on health services,
employment promotion and housing), cuts in social security benefits,
increases in a number of excise duties and reductions in certain tax
retiefs. At the same time, an increase in capital allowances was
adopted. The objective was to hold the Federal government deficit to
DM 26 800 million. The authorities decided at the beginning of February,
when the annual economic report was published, to introduce a range of
additional measures, to boost investment in 1982, which were to have
their main budgetary impact in 1983. In May Parliament approved the
government's proposal for the introduction of a 104 investment grant.
The target for the Federal government deficit was subsequently revised
upwards. In June, the government approved a supplementary budget
involving expenditure of DM 7 100 million and raising the projected
Federal government deficit to DM 33 900 million. General government net
borrowing could be equivalent to 4% of GDP in 1982, as against 4,5% in
1981. On 30 June the Federal government adopted the general guidelines
for the preparation of the 1983 budget. The Federal government
borrowing requirement was to be held to DM 28 500 million. At the end
of September the new coalition government formed by the CDU/CSU and the
FDP presented a serie of proposals for the 1983 budget which includes,
in particular, the principle of a on-point increase in the rate of VAT
from 1 July 1983 and the imposition of a compulsory Llan from high-
income households to the government. Taking account of these propo-
sals, the Federal government deficit for 1983 was estimated at

DM 37 000 million.
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In Greece, the central government budget deficit including government
trading accounts was virtually stable up to 1981, at around 5- 6% of
GDP. In 1981, an expenditure explosion produced a two-fold increase in
the deficit, taking it to 12% of GDP. The new government formed after
the October 1981 general election prepared the 1982 budget with the aim
of reducing the deficit to 9% of GDP. The budget, which was adopted by
Parliament in early April, provided for a substantial increase in revenue
(58,5%) notably from indirect taxation (new taxes and increases in ex-
isting taxes) and direct taxation (new taxes and a drive against tax
evasion) and from the European Agricultural Guidance and Guarantee Fund.
The increase in expenditure was put at 35%. As a result, the general
government borrowing requirement should, on Commission estimates, be
equivalent to 9,2% of GDP in 1982, as against 10,1%Z in 1981.

In France, the 1982 draft budget was passed by Parliament at the end of
1981. The planned central government cash deficit was fixed at FF 95 400
million, or around 2,6% of GDP, and the tax burden was increased a little.
Expenditure, geared primarily to boosting employment and investment, was
planned to rise by 27,6% and revenue by 18,9%. The higher lLevel of spend-
ing involved among other things the creation of 61 000 civil service jobs,
direct employment subsidies costing FF 18 600 million and a substantial
increase in the minimum old-aje benefit. Personal income tax bands were
widened by 13,5% and a tax on -large fortunes was introduced. Taxes and

-social security contributions for both employers and employees were raised

significantly in November as part of a plan for financing the social sec-
urity deficit. In May, the Government agreed on a supplementary budget
that was subsequently adopted by Parliament. This supplementary budget,
under which new expenditure and new revenue were in balance at 11 900
million, was designed to finance assistance to private firms (reduction
in the business tax) and to the newly nationalized undertakings, notably
through an adjustment of VAT rates, the standard rate being raised from
17,6% to 18,6% and the rate for basic foodstuffs lLowered from 7% to 5,5%.
According to Commission estimates, the central government cash deficit
will probably be around FF 105 000 million in 1982, equivalent to 3% of
GDP, compared with FF 81 000 million or 2,64 of GDP in 1981. In July, a
plan for pruning social security spending by FF 10 000 million was adopt-
ed by the Cabinet. On 1 September the government adopted its 1983 draft
budget, which provides for much slower rates of increase in central gov-
ernment expenditure and revenue than in 1982 (11,8% and 10% respectively).
The central government budget deficit was put at FF 117 000 million (this
includes 20 000 million set aside as a contingency reserve). The burden
of taxation will probably be unchanged from the previous year.

In Ireland, a draft budget for 1982 was lLaid before Parliament in January
and rejected. Parliament was then dissolved and a general election was
held in February. The new government's budget was presented to Parliament
on 25 May and subsequently adopted. Its main thrust was similar to that

of the draft budget presented in January; however, as promised during

the election campaign, a number of measures such as the charging of VAT
on clothing and footwear and the abolition of certain food subsidies

were dropped. The objective in the Finance Act was to restrict the current




budget deficit and the Exchequer borrowing requirement to 6% and 14%

of GDP respectively, compared with the figures of around 8% and 17%
recorded in 1981. The main tax measures in the 1982 budget were some

small direct tax concessions for those on low incomes and substantial
increases in VAT rates and excise duties. It yas also decided to raise
social security contributions. In April, the government decided to make
further income tax concessions (at a cost of IRL 45 million) tg com=
pensate wage earners for the increase in social security contributions. .
In August, the authorities put forward a plan for cutting government ex-
penditure by IRL 120 million by the end of the year. The Commission depart-
ments estimated 1in October that the Exchequer borrowing requirement could
be equivalent to #5,2% of GDP in 1982, i.e. slightly lower than the figure
of 15,8% recorded in 1981.

In Italy, the government, when presenting its estimates for 1982 on

30 September 1981, had announced that it would make every effort to
restrict net borrowing by the enlarged public sector to LIT 50 000 000
million. The 1982 Finance Law was passed by Parliament on 26 April 1982;
this was later than scheduled, so that the provisional twelfths (or
monthly supply vote) procedure had to be applied until then. At the
beginning of May, a press release from the Treasury Ministry put the

same aggregate at LIT 65-000 000 million, the overrun being made up of

an amount of LIT 7 500 000 million to allow for a downward revision of
revenue estimates, an amount of LIT 5 000 000 million to cover higher-
than-expected interest charges and an amount of LIT 2 S00 000 million to
finance extra spending. The estimate for net borrowing by the enlarged
public sector was raised to LIT 68 000 000 million in June. On 39 July,
the government approved a package of measures for bringing the mounting
public deficit under control. The main measures to be implemented immediat-
ely were increases in public service charges and indirect taxes (VAT, ex-
cise duties and the settlement of income tax disputes through payment of
tax on an assessed amount increased by a flat 30%). The authorities hoped
that this would enable the deficit of the enlarged public sector to be
held to around LIT 60 000 000 million in 1982. On 30 September the gov-
ernment presented its provisional economic report to Parliament. The sec-
ond part of the report set out the draft budget for 1983. Because of short-
falls in tax receipts and a revision of expenditure and revenues, the
deficit of the enlarged public sector could be around LIT 74 000 000
million in 1982. For 1983, preliminary estimates by Commission departments
put this deficit at around LIT 90 000 000 million.

In Luxembourg, the draft central government budget for 1982 was present-
ed by the government on 31 July 1981 and adopted by Parliament on

16 December. The Finance Law provided for expenditure totalling

LFR 55 900 mitlion, a 6,4% increase over the adjusted 1981 budget, while
total revenue (including LFR 2 000 million in borrowing) was estimated at
LFR 54 600 million, a 7,5% increase. The total deficit was expected to
amount to LFR 1 300 million, but a surplus of around LFR 4 000 million

was anticipated for the current account alone. As in Belgium, the govern-
ment decided, following the February devaluation of the Luxembourg franc,
to impose a selective price freeze until the end of the year, to suspend
for a time the system of wage indexation and to impose a rent freeze. As
a_percentage of GDP, general government net borrowing wiltl probably be slightly
higher -in 1982 than in 1981 (1,9% as against 1,8%). In August, the
Government -drew up its 1983 draft budget providing for increases in
expenditure and revenue of 6,4% and 8,2% respectively. In 1983, total
expenditure is thus expected to be LFR 59 700 million, with revenue
amounting to LFR 59 300 million. This would leave net borrowing of

LFR 400 million.
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In the Netherlands, the government presented its 1982 draft budget on

15 September 1981. The budget deficit was put at HFL 15 800 million,
equivalent to 4 3/4% of net national income (6% in 1981). The general
government borrowing requirement was fixed at 6,5% of net national

income (7 3/4% in 1981). The government resigned on 15 October and the
new government decided in November to prepare an employment programme
aimed at creating between 25 000 and 35 000 jobs and at restraining

the growth in incomes. On the budget front, the target of a total public
finance deficit equivalent to 6,5%Z of net national income was maintained
but significant amendments were made to the draft budget (increases in
expenditure and revenue,notably through an increase in indirect taxes).
The employment programme, the cost of which was put at some HFL 3 000
million, was adopted by the government in March 1982. In April, it was
decided to raise temporarily, with effect from 1 July, the wage and per-
sonal income tax. On 12 May, the Socialist ministers resigned from the
government because of disagreement with their Christian Democrat and
Progressive Liberal partners over budgetary policy in 1982 and 1983. It
was decided to hold fresh elections. A minority government took office
and set the date of the general election for 8 September. On 21 September
the outgoing government presented a draft budget for 1983. It was charact-
erized by only modest growth in revenues as a result of retrenchment
(amounting to HFL 12 100 million) in the social security and central gov-
ernment budgets. The pressure of taxes and social security contributions
was estimated to increase by 1,1% of net national income. The cash deficit
of general government for 1983 was put at 10,8% of net national income (as
against 10,2% in 1982).

In the United Kingdom, the Chancellor of the Exchequer announced at the
beginning of December 1981 revised public expenditure plans for 1982/83,
with expenditure UKL 5 000 million higher Cat UKL 115 000 million) than
planned in the previous White Paper published in March 1981. Some of the
measures announced concerned revenue (increases in social security con-
tributions, National Health Service charges and higher council house
rents). In March 1982, the Government presented its 1982/83 budget and
published a revised Medium=Term Financial Strategy. The public sector
borrowing requirement (PSBR) was forecast to be UKL 9 500 million (equivalent
to 3,5% of GDP), slightly above the illustrative figure given in the
previous year's Medium-Term Financial Strategy. Income tax thresholds
were increased by 14%, and increases were announced in certain excise
duties and indirect taxes. All in all, the budget reflected a slight
easing of budgetary policy as compared with the targets set a year
earlier, but the first priority was still to bring down inflation.

Even so, the target of UKL 9 500 million remained below the figure of
UKL 10 500 million fixed for the financial year 1981/82. The actual
outturn for the PSBR in 1981/82 was at UKL 8 800 millijon Lower than the
target of UKL 10 500 million. As the Latest developments on the monetary
front permitted a more ptagmatic approach, the new Medium-Term Financial
Strategy at the same time set a target range of 8- 12% for monetary growth
in 1982/83, compared with the range of 5- 9% envisaged in March 1981 for
the same period. On the basis of a number of indicators, it appeared in
October that the target of UKL 9 500 million for the PSBR in 1982/83 would

be met.
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Graph 6.1: Real long-term interest rates and budget deficits adjusted
for the effects of inflation on public debt as % of GDP.
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Graph 6.2 : Trend of general government expenditurey

in relation to GDP 1960 - 83
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6.26 Graph 6.3 : Trend of public debt as % of GDP since 1973 (1)
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7.1

7. Labour Markets

Labour market trends in 1981 and 1982 continued to be characterised
by high and rising unemployment due to Low rates of emp Lloyment growth and
high rates of labour force growth. The Community's record in creating jobs
over the last ten years has fallen far short of that achieved by United
States and Japan, particularly when labour force trends are taken into
account. Instead, the Community has achieved a faster growth of producti-
vity than the United States, particularly in manufacturing industry, which
has been shedding labour continuously since 1973. Employment growth has
been occurring in the services sector, but on a far less scale than in the
United States, and also at a rate insufficient to compensate for the conti-
nuing decline of employment in agriculture and manufacturing. Increasing
interest has been focussed on the role of real wages in the recent upsurge
of unemployment, and various measures have been used to determine the
strength of the relationship between real wages and employment.

7.1 The Community's employment performance

In 1982, the Community's Llabour markets, in common with those of
the other principal industrialized countries, were still experiencing a
continuation of the trends of the last two years : the slump in GDP and
employment growth in 1981 and 1982 was equal to that experienced in the
1974-75 recession. In the Community, unemployment averaged 8,1 % in 1981
for the year as a whole and is estimated at some 9,2 % for 1982. 1In the
United States, despite a short-=lived recovery in the first three quarters
of 1980, unemployment is expected to reach 9,5 % in 1982. Even in Japan,
although unemployment remains at the relatively low rate of 2,2 %, it has
still nearly doubled from its average rate of the 1960's (Graph. 7.1).

The steep rise in the level of unemployment in the Community over
the last two years is principally due to the failure of employment growth
to compensate for the unusually high pressures arising from adverse demo-
graphic movements. Over the period 1980-82, the average rate of employment
growth in the Community was = 0,9 %, with a particularly Large fall in 1981
(-1,3 X). At the same time, there was a rapid expansion in the working—age
population (at around 1 % a year in the period 1980-83), comprising mainly
young school=leavers arriving on the Labour market for the first time.
Given the relative stability of the activity rate, which has fluctuated by
no more than 0,3 % points since 1971, this has resulted in abnormally large

rises in the labour force in the last 3 years. This combination of events
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js unique to the Community at the present time, when overall world activity
js least conducive to a rapid recovery of employment growth, but the
situation currently facing the Community in terms of labour force growth
and demographic pressure is exactly the same as that experienced by the
United States from the middle sixties until the end of the seventies. The
post war baby-boom there, which lasted from 1946-1962, reached its peak in
1955, and by 1970, this "bulge" was just arriving on the labour market.
During the rest of that decade, the American economy had to cope with a

25 % increase in its labour force while at the same time the rate of output
growth was being nearly halved by the effects of the 1973 oil shock. In the
period 1973 to 1981, real economic growth in the United States averaged
just over 2 % a year and employment rose by more than 2 %4 annually. In the
Community, in the same period, real output rose by less than 2 % a year and
emp loyment declined by 0,2 %. If the Community had achieved only half the
employment growth of the United States, this would have been sufficient to
ease the unemployment problem: annual employment growth of 1 % a year from
1973-81 would have meant 8 1/2 million extra jobs; in the same period the

number of jobless rose by 7 1/2 million.

The difference in the performance of the two economies can be seen
jn Graph 7.2. This shows the trends in the activity rate, which is the
proportion of the working-age population in the labour force (employed and
unemp loyed), and the emp loyment-population ratio, which is the proportion
of the working-age population who are employed, for the Community and the
United States in the period 1960-1981. If the activity rate is taken as an
expression of the proportion of the population who wish to work, and the
emp Loyment=population ratio as indicating the ability of the economy to
provide them with work, then the difference between them shows how succes-

ful these two economies have been.

In the United States, with the exception of 1975, employment growth
was sustained at a very high rate throughout the period 1971-79, and it is
only in 1982 that the growth rate falls below that of the Community. Thus,
despite a progressive rise in the activity rate, from 58 %X in the early
1960's to 63 % in 1981, the ability of the US economy to provide employment
for a growing proportion of its population did not deteriorate until after

1979. In the Community, by contrast, a steady decline in the activity rate
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has been matched by an even sharper decline in the proportion of the
working-age population which is emp loyed : by 1981 the employment-
population ratio was down from over 67 % in 1960 to less than 63 % and by
1983 it is forecast to fall to nearly 61 %X. The marked differences in the
apparent ability of economies to create emp Loyment - between 1973 and 1981,
15 million jobs in the United States, 3 million in Japan, and stagnation

in the Community - are of course, reflected in the trend of productivity
growth. The arithmetic relationship between output, employment and produc-
tivity necessarily means that a fall in output growth may be absorbed in
one of two ways : by a fall in productivity growth or by a fall in
employment growth (or a combination of the two). The developments in the
Community and the United States over the last twenty years and particularly
since 1973 are clear examples of the two extremes of this dichotomy : in
the Community the slowdown in the rate of growth of output has clearly been
borne by the fall in emp loyment, while in the United States, a similar fall
in the rate of output growth has been absorbed by a large fall in produc-
tivity growth, which slowed almost to zero on average for the period (Table
7.2).

7.2 Structural and Sectoral Trends in Employment

Sectoral employment trends in both the Community and the United
States in recent years have been characterised by three main features : the
continuing decline of agriculture as a providerkof emp Loyment, the decline
in the share of industry, and particularly manufacturing, and the marked
rise in the service sector to the position of Largest employer. The scale
of these developments between the two economies however, has been quite
different. (Table 7.3)

The vast majority of the 15 million new jobs created in the Unijted
States in the period 1973-81 are in the services and government sectors. By
1980, 66 % of all employment was in this sector compared with 63 % in 1973.
By contrast, the employment share in both agriculture and industry had de-
clined over the same period. An analysis carried out by the US Bureau of
Labour Statistics suggests that the relatively successful employment
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performance of the American economy in the face of the recent recessions
may be explained by a shift in the mix of employment towards less cyclical-
ly sensitive industries especially service=producing industries, which have
improved their employment performance in all recent recessions. The rela-
tive buoyancy of services employment is very unevenly distributed across
industry categories. The principal sectors which posted strong gains in
recent years were government employment and the services industry : Llegal,
health and business services, hotels and motels, auto repair, amusement and
recreation. These are the sectors which generally exhibit Low productivity
growth, less technological advancement and a high ratio of direct labour to
machines, hence employment growth is not surprising, even during an econo-

mic contraction.

It has also been suggested that the jobs boom in the United States
since the Second World War is a form of indirect government emp loyment.
In the 1950's this occurred through the expansion of education, in the
1960's (and up to the mid-70's) in the increase in social services, and
since 1975, the growth of health care. It has been estimated that since
1975 social and health services funded by Medicare and Medicaid have been

generating 800.000 new jobs a year.

The other striking structural phenomenon about the US economy is
its capacity to absorb women into the workforce. Between 1960 and 1981,
the share of females in the labour force rose from one=third to nearly one-
half. In the same period the female participation rate rose from 43 X to
60 %, and the vast majority of these jobs for women are to be found in the
services sector and in health, education and welfare : exactly those sec-
tors which have registered the strongest employment gains in the last

8 years.
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In the Community, by contrast, the expansion of the female lLabour
force was much slower, rising from around 34 % of the total Labour force in
1970 to 37 X in 1981. Similarly, the female activity rate also rose much
slower than in the United States, from an estimated 44 % in 1960 to 50 % in
1981, although the expansion slowed down after 1979 as the growth in the

working age population accelerated.

Overall employment trends between the three main sectors, however,
have not been dissimilar in the Community from those in the United States :
the drift from agriculture continued, but at a much slower pace as the
scope for adjustment in agriculture became much smaller after the large mo-
vements off the Land in the large agricultural employing countries in the
early sixties. Even so, the decline was almost entirely due to a drop in
the number of self-employed and unpaid family workers who make up the majo-

rity of agricultural workers in the Community as a whole.

The decline in employment in industry in the Community, from nearly
40 % of total employment in 1973 to less than 37 % in 1981, was largely due
to the contraction in manufacturing. In some of the Community countries
the pace of "de-industrialisation" has been staggering (Table 7.4): in the
United Kingdom between 1970-81 the share of manufacturing fell 8 % points,
in the Belgium by 7,6 X points and in the Netherlands 5,2 ¥ points. The
very sharp rise in unemployment in Belgium and the United Kingdom, (which
have the two highest rates of unemployment in the Community), may be clo-
sely connected to this phenomenon: over the period since 1973, and par-
ticularly in the last two years, these two countries have demonstrated high
rates of productivity growth., These are the result, principally, of the
decline in employment in traditional heavy industries - steel, coal, and
heavy engineering - which results in an immediate improvement in overall
productivity and profitability in the average for manufacturing industry,
but which has no positive effect on employment prospects; it is simply a
result of the reduction in numbers employed. Services sector employment
expanded in all Member States, the sharpest increases being in Italy,

France and Belgium.
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A detailed analysis of employment in services for those Community
countries for which sufficiently comparable data exist indicates some stri-
king differences, both between Community countries and between the Communi-
ty and the United States. (Table 7.5).

In the wholesale and retail trade, (including repair services), and
in transport, employment declined in the Federal Republic of Germany while
in all other countries except Italy it remained fairly stable. 1In hotels
and catering, all countries except Italy and Belgium showed Low rates of
increase. In banking and insurance and communication there were strong
growth rates everywhere except in the Federal Republic of Germany and in
the United Kingdom in communications. ALl countries showed sharp increases
in employment in "other market services" and there has been a disproportio-
nately rapid growth in the government sector, which together with domestic
services and services provided by private non-profit making institutions

account for some 16-21 % of employment in non-market services,

The three sectors which increased most rapidly in the United Sta-
tes, legal services, business services and health care, probably also
showed the largest gains in the Community, since they fall into the two
sectors which also grew substantially : "other market services" and
"non-market services". It must be recognized, however, that the system of
health care varies considerably on the two sides of the Atlantic and also
between Community countries, so that a direct comparison in this sector is
complicated by questions of definition. On the other hand, two sectors
which did well in the US performed badly in the Community, namely hotels
and catering, and the distributive trades (including repair services). The
most notable feature, however, is the extent to which developments in one
Community country, Italy, closely match those in the United States. It is
the only Community country in which the share of total employment in manu-
facturing did not decline over the decade as a whole although it peaked in
1974 and declined slowly thereafter. At the same time,‘hoﬂever, Italy also
registered the fastest growth in services employment in the Community,
(with average groWwth of nearly 2 1/2 % a year between 1973 and 1980).

Among the various service sectors it posted strong growth in wholesale and
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retail trade, hotels and catering, banking and finance and "other market
services". Moreover the trend of unemployment since 1973 has also been
very similar to that of the United States, rising from 4,9 % in 1973 to
9,6 ¥ in 1982.

In the economy as a whole, productivity growth in the Community
has fallen about half since 1973, while total emp loyment has actually
declined. 1In 1982, with a fall in employment of some 1 4, the slight
growth in activity will result in a modest rise in productivity growth,
rather than in any immediate effects on unemployment : after more than two
years of recession in output and demand, it is to be expected that there is
some spare capacity in the economy, both in terms of capital stock and
short-time working. Employers are Likely to react initially to any upturn
with caution by taking up the slack in these two areas before recruiting
new labour. This trend is expected to continue in 1983: with only modest
growth in activity a further fall in employment is forecast, with a similar
rise in productivity growth. An area of uncertainty here is the extent to
which spare capacity of the capital stock really exists, or whether the
decline in profitability has induced accelerated scrapping (see

section 7.3).

In manufacturing industry, a similar pattern can be observed. Manu-
facturing output growth slowed everywhere after 1973, and usually more
sharply than overall growth. 1In contrast to the reaction in the United
States, Japan and particularly the Community countries have not responded
to this slowdown in output growth with a large fall in productivity growth:
in the period after 1973, the rate of growth of productivity per head and
per hour has fallen by less than half (Table 7.6).
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While in all countries the decline in the rate of growth of produc-
tivity per head and per hour has been roughly parallel, some differences in
the magnitude of the reaction do exist. In the United States, average
weekly hours have declined in the period since 1973, while employment has
increased significantly. As a result, the rate of hourly productivity-
growth has slowed much less than the rate of growth of per capita produc-
tivity : the response of American industry to the slowdown in demand and
output appears to have been to employ more workers for fewer hours. In the
Community the the decline in average weekly hours continued at much the
same pace, although there are divergences among the Member States, with
much faster declines in Germany, and to a lesser extent the United Kingdom
and France, than in Italy and Denmark. Total hours worked in the Community
as a whole declined much faster during the second period, but this is
almost certainly due to the reduction in employment rather than in hours.
These trends accelerated in 1981, when both manufacturing output and
emp Loyment fell sharply, and productivity per hour rose because employee

hours declined more than output.

The result of this "choice" which countries appear to have made in
responding to the adjustment problem imposed by the various shocks of the
1970's is the subsequent rise in unemployment. Over the 1970's, the rise
in unemp loyment has been much greater (relative to its 1960's average) in
the Community than in either the United states or Japan, and in the last 3
years has worsened further (Graphs 7.1 and 7.3). Since the beginning of
1980, the rate of unemployment in the Community as a whole has risen
steeply to reach 9,9 % by August 1982 (seasonally adjusted). Despite some
tentative signs of a slowdown in the rate of increase during the first half
of 1982, unemployment is not expected to fall before the end of 1983; the
small rise in output growth in the Community in 1983 will still be insuf-
ficient to offset a further marginal fall in emp Loyment, while the high

rate of labour force growth will continue.
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7.3 Employment and the Adjustment of Real Wages

It is apparent that the recent increases in unemployment in the
Community are due to a wide range of contributing factors : the upsurge in
inflation, weak real demand, structural problems arising from the rise in
the relative price of oil, a general lack of business confidence, Llabour
force and productivity trends. It has also been suggested that the sharp
increases in real wages which have occurred in recent years but which were
not justified by productivity increases, have further increased

unemp Loyment Llevels through the accompanying falls in profitability.

A combination of these factors may indeed be the most relevant
explanation of the present European situation. If a sharp fall in producti~-
vity is associated with a fall in demand from a terms of trade loss and
real wages do not adjust sufficiently quickly, then there can be a lack of
demand and at the same time real wages can be too high for Long-run full
emp loyment. In these circumstances, too high real wages and the correspon-
dingly Low profitability reduces the incentive to invest in new machinery
and the investment that does take place will be highly capital intensive.

As a result there will be an increasing mismatch between the labour supply

and the employment necessary to fully utilise the capital stock.

The measurement and analysis of the real wage problem is fraught
with difficulties. No simple straight~forward measure exists and the
potential problem must be examined in the Light of several indicators. Two
of the more frequently used measures are factor income shares and the real

wage gap.

If wages are at their appropriate Level then the share of profits
should be such as to encourage firms to fully utilise the present capital
stock and encourage further investment. Therefore the wage share and any
change in it should provide a valuable indicator of any wage problem. But
the figures are affected by the assumptions made about self-employment

income. National accounts do not distinguish between that portion of
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self-employment income which is profits and that portion which is an
implied wage payment. If it is assumed that all self-employment income is
profit, then the labour income ratios will be biased downwards, the problem
being particularly acute for those countries with a large self-employed

population.

Partly to overcome some of the problems with the labour income
share and partly to analyse the reasons for any changes in factor shares,
- the concept of the real wage gap has been developed. It shows the dif-
ference between the actual growth in real wages (defined as wages divided
by consumer prices) and that growth rate in real wages which would maintain
constant factor shares (the so-called warranted growth in real wages).
This Latter depends mainly on the rate of growth of productivity and

changes in the terms of trade.

Graph 7.3 shows the real wage gap for the Community, the USA and
Japan over the period 1960 to 1982, and compares it with emp loyment growth.
For the Community, it shows clearly the different trends before and after
the oil price shock. During the 1960's there was relative stability in the
share of wages but between 1972 and 1975 the real wage gap increased by
over 4 % partly because of a slump in productivity growth and partly be-
cause of a deterioration in the terms of trade. Over the subsequent four
years the real wage gap narrowed as productivity growth recovered and the
terms of trade improved. However, during the 1980-81 oil induced reces-
sion the real wage gap widened again reaching about the same lLevel as the
previous peak in 1975. (The absolute size of the real wage gap is somewhat

arbitrary since it depends on the base year).

For the United States the picture is somewhat different. 1In the
early 1960s, there was a significant shift in income shares in favour of
profits which was fully reversed between 1967 and 1970. Since then factor
shares have remained more or less constant although there are some indica-

tions that 1982 may lead to the development of a significant real wage gap.
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In Japan, up to 1969 there was a sharp improvement in the share of
profits, mainly because of a very high rate of productivity growth. Bet-
ween 1969 and 1975, there was a reverse movement of the real wage gap due
to a massive deterioration in the terms of trade and a slowdown in produc-
tivity growth. The high real wage gap reached in 1975 has been maintained
through-out the rest of the 1970s and has widened somewhat more in the
1980-81 recession.

The graphs for the USA and the EC provide some evidence of a nega-
tive correlation between the real wage gap and emp loyment but Japan does
not seem to fit into this pattern. However, although real wages in Japan
rose faster than warranted in the 1970s, the share of wages and salaries in
manufacturing value added ‘
remained considerably lower than in the EC or the USA. This may be part of
the explanation of Japan's continuing high rates of investment and lLow Le-

vels of unemp loyment compared with both the US and the Community.

Graph 7.4 shows changes in the real wage gap and employment in the
individual Community countries except for Greece and Luxembourg. Among the
countries shown, those with the highest real wage gap in 1981 were Belgium
(118) and France (110). 1In both cases, real wage increases of more than
three per cent per annum since 1973 were not warranted despite relatively
high productivity growth (2,4 % per annum in France and 2,3 % in Belgium).
For 1982, the real wage gap is forecast to decline in all Member States
except Italy, where it will remain roughly stable : this is largely due to
the continuing rise in productivity consequent upon the contraction in em-

ployment discussed in section 7.1.

Taking the period 1970-82 as a whole, certain characteristics stand
out : while the impact of the 1973 oil price shock and the subsequent wage
explosion can be clearly seen, developments in the real wage gap and
emp loyment have varied widely from one Member State to another. To take only
the two extremes, the relative performance of Italy and Belgium show the
effects of differing policies following the fall in productivity growth and
terms of trade loss in 1973. 1In Belgium, a strong exchange rate policy
constrained output prices so that firms had to rely on above average pro-
ductivity gains to reduce real unit Labour ccsts (particularly given the
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rigid Labour market and wage indexation system). Despite sharp increases
in productivity over the period, a substantial (and rising) real wage gap
has been accompanied by a steady decline in employment. 1In Italy, on the
other hand, the real wage gap widened in 1974=75 mainly because of negative
productivity growth. Over the next three years, moderate real wage increa-
ses and reasonable productivity growth resulted in a substantial improve-
ment in the real wage gap. However, a depreciating currency and
unconstrained output prices has meant that inflation has been a serious
problem. Despite all this, there has been steady growth in employment
throughout the period, the only Community country to have achieved such a

result.

Despite the wide variations in the experiences of different
countries, a number of them seem to have had a sizeable and sustained real
wage gap during the latter part of the 1970's. 1In itself, this does not
prove that adverse trends in real wages have significantly increased
unemp Loyment in the 1970's, but the trends in output, productivity and real
wage movements strongly point to a role for the real wage in output deter-
mination and unemp loyment. The evidence from econometric simulations is
inconclusive, probably because they tend to capture short-term effects
rather than longer term consequences. In the longer run real wages affect
emp loyment because of their influence on profitability and investment.

Such effects on the capital stock are jnevitably slow.

Overall, the timing of the emergence of a real wage gap (Graph 7.1)
suggests that it was associated with the major changes in the economies of
the advanced countries which took place in the late 1960s and early 1970s.
The rapid, and historically exceptional, growth of the post war period
ended. There was a sharp increase in upward pressure on wages. Shortages
of raw materials, in particular oil, emerged. These changes were, for a
time, masked by the synchronous expansion of 1972-73 which collapsed in the

wake of the first oil price shock.
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Looking back, it is not difficult to see how falling productivity
growth, terms of trade losses and expectations that living standards would
continue to rise, produced an unwarranted growth in real wages. More
worrying is the way in which this "real wage gap" has persisted in Europe.
There has been less real wage flexibility than elsewhere. This seems to
have resulted from deep-seated social attitudes, with wage bargaining being
more explicitly or implicitly linked to price movements than elsewhere. To
reduce the real wage gap, increases in real wages must fall short of
jncreases in productivity. The outlook for the immediate future suggests
that this will indeed be the case. Unfortunately, the large increases in

productivity growth are mainly the result of falls in employment.

7.4 Conclusions and labour market policy issues

The experience of the last decade has shown a clear distinction in
the response of varijous countries to the upheavals engendered by the oil
price shocks. While unemployment has everywhere risen sharply compared to
the 1960's, the Community's performance in terms of employment growth has
been among the worst in the industrial world. This is all the more wor-
rying when labour force trends are taken into account and it is realised
that in essence, the 1970's were a period of relative calm on the demogra-
phic front : the major surge in the labour force is to occur in the
early 1980's.

The evidence presented in this chapter so far has illustrated the
way in which the experience of the Community has been almost completely op-
posite to that of the other major industrialized countries, and the United
States in particular. Employment growth, productivity growth Llabour force
trends, activity rates, sectoral employment patterns, real wage trends :

all have been sharply contrasted.

It has been suggested that the diametrically opposed trends in
eﬁployment and productivity in the two economies are the result of a
"choice" of how to respond to the required adjustment problem. But the
outcome of this choice is itself conditioned by the whole economic and

social environment of the two economies, which is reflected in differences
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in attitudes, and the resulting behaviour. In this respect, it would appear
that a major failing in the Community economy compared to the United States
is a lack of flexibility which creates rigidities in response to change and
the need to adapt. Nowhere is this more damaging in its impact than on the
Labour market : the more open attitude to risk-taking and change in the
United States has resulted in a somewhat better performance in terms of

emp Loyment growth.

As only one example of the effects of excessive rigidities, the
evidence presented by the use of the real wage gap concept, while far from
conclusive, does suggest that the lack of real wage flexibility may have

played some role in preventing a more positive employment response.

The policy~issues raised by these considerations are far from
clear-cut. It may be suggested that a fundamental change in attitudes and
behaviour is required, but this would itself require a change in objectives

and desires as perceived by society as a whole.

In these circumstances, policy-makers have been obliged to con-
centrate their attention on alleviating rather than curing the
unemp Loyment problems by "targetting” action towards the most hard=hit
groups : young people (especially school-leavers), older workers, and the
long-term unemployed. With regard to the problem of youth unemployment, in
the foreword to the Fifth Medium-Term Economic Policy Programme the Com~
mission called for Member States to set up machinery and arrangements to
ensure that, on leaving school, all young people obtain either a paid job
or access to a vocational training course, or both together. By the middle
of the year three Member States had announced plans for such schemes (see
Box), which will come into force gradually over the next two years. Most

Member States also stepped up the volume of resources devoted to more
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"conventional” labour market measures such as direct job-creation in the
public sector, employment subsidies to the private sector, either in the
form of tax concessions or, in the case of young people, direct wage sub-
sidies. In others, the emphasis has been placed on stimulating the private
sector to create jobs itself by channelling available resources into
investment programmes, and particularly investment in new technologies,
energy saving and the environment, as well as regional subsidies, although

the scope for global stimulation measures has been severely restricted.

A new emphasis which has appeared this year has been the move to-
wards a redistribution of working-time as a means of sharing out available
work among the unemployed. In two Member States this has taken the form of
a reduction in the normal working-week, in exchange for additional
employment. Several have also increased the number of annual paid holi-
days, and early retirement schemes have become more firmly established as a
means of reducing the number of people in the Labour force. Measures to
encourage part-time work and short=time working have become more popular,
and in one novel experiment, in the Netherlands, a subsidy is paid when one
full=time job is converted into two part-time jobs. A similar scheme is

now being considered in the United Kingdom.
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Labour market policies

Belgium. Since the middle of 1981, labour market policy has been increas-
ingly directed towards the twin problems of youth unemployment and long-
term unemployment. In August 1981, the existing schemes based on job-
creation in the public sector were supplemented by the "de Wulf trans-
itional plan". The "special temporary scheme" has been modified and length
ened in the public sector (2 schemes, of 2 years and 5 years) and now ex-—
tended to the private sector (if employers can guarantee to provide a job for
5 years). The temporary employment premiums paid under the Work Experiencd
Programme for young people under 30 were also increased. In February,
further measures aimed at facilitating part-time work and short-time work
were implemented as well as incentives to employers who employ young
people. In the draft Budget presented on 2 August, the Government
announced plans for specific measures to create employment.

Denmark. On 4 June Parliament adopted the measures proposed in the
Government's Economic Policy Programme 1982 - 85 which aims at creating

50 000 jobs annually during this period (of which 11 000 in the public
sector), and provide a job or training possibilities for all young people
with full effect from 1984. This package of measures comprises various
incentives to encourage business investment as well as expansion of
already existing direct labour market measures such as vocational trainind
and vocational guidance, the job- offer scheme for the long-term unemployed
job creation by local authorities and job creation subsidies in the privad
sector for 18-25 year olds.

Federal Republic of Germany. During 1981, no new labour market measures
were announced, but additional funds were allocated during the year to
existing measures, which emphasize vocational training and vocational
guidance for young people as well as selective measures to improve the
economic outlook in specific areas and create employment through stimulat-
ing private investment. In February 1982, in the face of rapidly increas-
ing unemployment, the Government announced a new employment creation
package, containing three main elements: investment incentives to private
industry, including a 10% subsidy for investment which exceeds the average
level of the Last 3 years; additional funds for investment in energy,
innovation and the environment; and DM 400 million for the youth training
programme. In March, the Government also announced that it would introducq
a bill to allow early retirement (at 58 years).

Greece. In the past, the low official rate of unemployment was often used
as an argument for not implementing specific employment measures, but the
new government immediately announced a series of measures designed to im-
prove the operation of the Labour Administration as well as the collection
of statistics. At the end of 1981 it introduced its first economic policy
package which included a reduction of the lLegal working week to 41 hours
and the introduction of &4 weeks paid holiday for everyone. In May 1982 it
promulgated the instrument entitling private-sector workers to 24 working
days holiday per year.

France. In December 1981, the Government adopted a '"Programme for young
people between 16 and 18 years of age', whereby organised actions on
vocational guidance, training and the transition to working life would

be provided in public establishments. On 25 November 1981, the Government
passed the Law on Social Measures to be adopted by Order, which contained
the following principles:

- changes and reduction in hours of work, with the target of 35 hours by
1985.

-
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- reduction of the optional retirement age to 60.
- longer paid holidays for all workers.

The Orders implementing these principles were introduced progressively
over the early months of the year: in January, there were Orders reducing
the statutory working week to 39 hours in all branches, and imposing
limits on owvertime and shift-working; granting all workers the right to

2 1/2 days paid holiday per month of work; Limiting the recourse of em-
ployers to temporary or contract work, encouraging recruitment and restric
ing casual work; and permitting those over 55 years to work part—-time. At
the same time they provided the lLegal basisfor the '"Solidarity Contracts"
between firms, the governments and local groups, designed to step up efforts
at job creation with particular emphasis on young people and the long-
term unemployed. In March a further 6 Social Orders were passed, including
the provision for early retirement at 60 from 1 April 1983 onwards. In
April the Government announced a set of measures to assist enterprises. In
addition to various fiscal incentives it also provided for greater flex-
ibility in the reduction of working hours. In future these would no longen
be lLegislated by Parliament but Left to the initiative of management and
unions.

Ireland. As part of its electoral programme the new Government which took
office in February announced that it would implement an IRL 200 million
job creation plan which is now being examined in the context of an overall
medium-term strategy. At the same time, plans are going ahead on the Youth
Employment Agency, announced in July 1981, which is funded by a 1% levy on
public sector incomes and which will integrate and extend Youth employment
schemes. The Government is also extending the scheme of training courses
to provide skilled manpower for industry with the implementation of the
programme to set up 6 new centres.

Italy. No new Labour market measures were introduced by the government in
either 1981 or 1982. The draft Law on the reform of the employment servicd,
which provides for the wide-ranging decentralisation of some government
functions and more coordination between placement and training authoritied,
introduced in August 1980 has passed the Chamber of Deputies and is now
before the Senate.

Luxembourg. The special labour market measures aimed at the specific
problems of iron and steel workers had already been strengthened in 1981,
but by early 1982 the imbalance in the labour market - too many workers in
the "anti-crisis unit" and too few in the new industries - was progress-
ively worsening. At the beginning of March, therefore, the government
announced a reinforcement of measures to encourage the mobility of workers
and the setting-up of new firms, particularly small and medium-sized enter
prises.

Netherlands. In addition to the existing schemes to stimulate employment
via subsidies to the private sector dating from the end of 1980, in

March 1982 the government adopted the Employment Programme 1982 - 83,
whereby HFL 3000 million would be allocated to measures aimed at reducing
youth unemployment and achieving a better distribution of available work.
It is expected that 30 000 jobs will be created in 1982 and 1983. The
government had previously announced that under the programme a premium of
HFL 2 000 would be paid whenever a full-time job was transformed into two
part-time jobs in 1982.
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United Kingdom. In November 1981, in presenting its programme to
Parliament, the government promised that further employment measures

to supplement the wide-range of existing schemes would be introduced, With
particular reference to unemployed young people. At the beginning of
December, the Chancellor of the Exchequer announced revised expenditure
plans for 1982/83 which provided for an additional UKL 800 million for
special employment schemes. On 15 December it announced plans for the
development of industrial training of young people. Under these plans the
existing Youth Opportunities Scheme would be replaced by the Youth Train-
ing Scheme: from September 1983, all minimum age school leavers would be
guaranteed one year of vocational training combined with further education
In June 1982 it was announced that plans to withhold social security
benefit from young people refusing to join the scheme would be withdrawn
and that the allowance to be paid would be raised from UKL 16 to UKL 25
per week. In the March Budget, the Chancellor also announced plans for
voluntary "Community Work" for the lLong-term unemployed. In July, the
Chancellor also announced that from January 1983, subject to meeting
certain conditions, employers who 'split" a full-time job into two half-
time jobs would qualify for a subsidy.




Table 7.1

Population, employment and unemployment in the Community
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GRAPH 7.1 GDP AND EMPLOYMENT GROWTH (1) AND UNEMPLOYMENT RATE (2), EC, USA AND JAPAN, 1961%- 82
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GRAPH 7.2 ACTIVITY RATES AND EMPLOYMENT POPULATION RATIOS. EC AND USA 1960 - 81
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GRAPH 7.3 The Real Wage Gap and Employment. EC, US and Japan 1960-82
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GRAPH 7.4 Real Wage Gap and Employment. EC 1970-82
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8.1

8. Capital Markets

The original goal of EC member countries to build a free and integrated
capital market within the EC has not been achieved so far. In return,
however, a well-organized, private Euro=-currency market has come into
existence, as a part of global international financial markets. This fact
has to be taken into account in any attempt to analyse the present state
of capital market affairs within the EC. Implications differ, however,
according to the point of view taken. Judged from a purely technical point
of view, private Euro-currency markets render the original goal of build-
ing an integrated European capital market less necessary. On the

other hand, an increased necessity to promote that original goal and to con-
sider ways of controlling private Euro-markets seems to be the upshot from
the point of view of EC integration. To arrive at such a position, some
theoretical considerations on capital mobility in a world of fixed and
floating exchange rates are utilized in order to discuss the basic policy
mix question. It is argued that national monetary policy is inevitably
constrained by capital mobility and efficiently functioning Euro-markets,
irrespective of the existing exchange rate regime. From this position,
general and specific observations on controls are made, followed by a short
discussion of options available towards a fresh start in European:

capital markets policy. Two appendices give more descriptive and detailed
information on the present situation of national capital market controls
and on the private use of the European Currency Unit (ECU).

8.1 Introduction

Twenty-five years ago, the representatives of the six founder states
of the European Community, in signing the Treaty of Rome, also approved the
principle of Liberalized capital markets: the obstacles to freedom of move-
ment for capital in the Community were to be progressively abolished (Ar-
ticles 3 and 67 of the EEC Treaty). This goal was connected, among other
things, with efforts to proceed towards free trade and free movement of

persons and services.

The latter aims have by and large been realised. But after the initial
successes in liberalization in the early 1960s, the construction of a free,
integrated European capital market has become increasingly bogged down. It
is true that some countries such as the Federal Republic of Germany, the
United Kingdom and,to a lesser degree, the Netherlands have, in the meantime,
almost completed the liberalization of their national capital markets. The
same holds true for Belgium and Luxembourg; both countries have, however,
split their foreign exchange markets, thereby exposing payments trans-
actions for international capital movements to a larger risk of exchange rate
fluctuations. Other Community countries such as Denmark, France, Ireland and
Italy have, in recent years, introduced new restrictions on capital movements,
or have reintroduced old controls which had been dropped as early as the

1960s (for a detajled account of the current state of affairs, see box 1).
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Today, there is no integrated EC capital market;
institutionally unconnected national capital markets are existing side by
side and regulated with varying strictness. The question of whether the
"absolute" degree of liberalization existing in the Community as a whole
today is essentially different from the situation achieved in 1960 and 1962
after two liberalization directives is one which is difficult to answer;
apart from measurement problems, the greater number of member countries also
causes difficulties of comparison. However, one thing can probably be estab-
Lished: the differences in the degree of liberalization between capital
markets of member countries are more marked today than in the mid=1960s. To
that extent, the original aim of building a European capital market has, if

anything, actually suffered a setback.

A rational analysis of this situation, on the basis of Community prin-
ciples, must resist the temptation to apportion blame and to demand that
existing treaty obligations be fulfilled without any genuine attempt at
understanding. But, on the other hand, it must also avoid using primarily
national arguments to defend the existing situation as virtually unavoid-
able or even as the only one possible, without taking account of the logic of
the liberalization principle. It must rather concentrate on learning, with
as little prejudice as possible, from the reasons why the construction of a Euro-
pean capital market has foundered: this should stimulate considerations for a

fresh start to a Community-wide policy for European capital movements.

An attempt at analysis of this kind must answer a number of basic
guestions: for instance, given the marked change in international financial
markets in the meantime, has perhaps the original, official goal of a free
European capital market long been overtaken? Or is there still the need, on
the capital markets of the Community countries, for coordinated liberalization
measures, which are thwarted by persistent - or even growing - preferences
for as tight as possible national controls of domestic financial markets? The
present contrast between a stagnating rudimentary official EC capital market
and fully integrated, rapidly expanding private Euro=currency markets is
striking; it stimulates further questions: should perhaps the principle of the
free movements of capital be reformulated, to exclude short-term flows of
capital via international financial markets, which have in past years at times
been huge, and which today, on the whole, represent a central problem for the
international monetary system? Or should the principle of Liberalization be

completely rejected today because there is, given free trade, a basic analytical
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inconsistency between fixed but adjustable exchange rates (EMS), capital mobi-

Lity and nationally independent ("autonomous'') monetary policy?

The attempt to answer these points leads to a macro-economic analysis
of open economies and to basic questions of monetary policy cooperation in
the Community 1in general. Below, these questions will be briefly touched
upon to indicate their dinterrelationship with the subject matter. We start
with some observations on Euro—currency markets, and then go on to discuss

theoretical and political aspects.

8.2 Euro-currency market:

Size and institutional features:

In the course of the last 5 years, the gross size of the Euro-currency
market has more than doubled from 8 374 billion in 1977 to 8 840 billion in
1981 (for these and the following figures, see Table 8.1). From 1977 to 1981,
the average yearly expansion surpassed the £ 100 billion bench-
mark. Even if the considerable double-counting due to redepositing among
participating Euro-banks in the order of magnitude of 40 % (gross figures) is
subtracted, the estimatec net size of the Euro-currency narket (8 479billion at
the end of 1981) is still impressive. Behind the strong market growth during
the past years were ample supplies of new loanable funds by OPEC countries
and (lately again) by major western industrial countries. At the same time,
demand for syndicated Euro-credits in its various forms and Eurobond=-
issues by private and public borrowers in Europe and overseas continued to
be high,

To put the Euro-currency market size in perspective, it may be compared
with world-wide international financial markets ('"Xeno-markets'"); to assess
its dimension from an EC point of view, the share of EC countries in the Euro-
currency market may be examined separately. The figures for the last 5 years
reveal that the Euro-currency market continues to encompass more than one
half of all international financial markets (i.e. total external claims and
international bond issues of banks in the U.S., Canada, Japan, and the off-
shore centres); the Euro-currency market share has remained at an average of
55 % (gross figures, see Table 8.1). On the other hand, the share of EC
countries in this market is predominant. In 1981, external assets of
bénks in EC countries (without Greece) in foreign currency accounted for

more than 90 % of the Euro-market total (8 786 billion as compared
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with 8 840 billion, gross figures; net figures yield the same order of
magnitude for the percentage figures). One reason for this situation lies
in the institutional fact that the major Euro—market centres in London and
Luxembourg are situated within the EC area,with London traditionally
playing the dominant rdle. Taken together, it seems safe to conclude that
banks in EC countries comprise nearly all of the Euro-currency market and

roughly one half of total international financial markets.

Having said this, it may be questioned whether,from a financial point
of view, the above-mentioned goal of liberalized national capital markets
in the EEC makes sense any more. Is it true that national financial markets
have progressively lost importance, in a simple zuantitative sense, relative
to the Euro-currency market? To answer the question, the relative size of
national and international (Euro-) markets should be compared. This is,
however, a statistically difficult task, as no complete matrices of
balance-of-payments capital flows between EC countries are available. There
are several ways of approximation, all carrying a certain degree of arbitrary-

ness.

One method of comparison might be to focus on national volumes of domestic
bank Loans and securities to domestic borrowers vis-a-vis the total stock of
Euro-currency bank credits and loans. The resulting picture would, however,
be distorted by traditional institutional differences of the various natio-
nal credit and capital markets, aggravated by the fact that national credit
aggregates are a major intermediary target of domestic monetary stabiliza-

tion policies.

Therefore, another method of comparison has been used below. It is based
on the hypothesis that the quantitative importance of Euro-markets relative
to individual national financial markets can be roughly approximated by the
volume of bank's external assets in foreign currency relative to external
assets in domestic currency. Hence, the share of foreign and national cur-
rencies in external assets of European banhks is taken as the criterion in

assessing the relative magnitude of Euro-markets. In effect, denomination
in foreign currency has been taken as the defining feature of the figures

on Euro-markets mentioned above.

Tables 8.1 and 8.2 show the overall figures corresponding to the approach
just outlined; they comprise short- and Llong-term funds as well as public and

private ones. In Table 8.3, the same method has been applied to bond
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markets only. ALl in all, the evidence tends to confirm the view of strong
and increasing importance of Euro-markets relative to national financial
markets in the Community. The totals in Tables 8.7 and 8.2 indicate that
the Euro-market considerably outweighs its counterpart in domestic currency.
In 1981, the (gross) relation was USD 786 billion Euro-market size in the
EC (Table 8.1) to USD 114 billion in domestic currency external markets
(Table 8.2); this is a relation of nearly 7 : 1, as compared to roughly

5 :11in 1977. Obviously the relative weight of the Euro-currency market
has increased. Secondly, we may look at bond markets separately, i.e. at

a small long-term part of overall financial markets (the '"capital market"
in its most narrow sense, if syndicated Euro-credits are neglected). The
comparison between (gross) Euro-bond issues and (gross) 'classical" foreign
issues in Table 8.3 corroborates the evidence assembled so far, i.e. the
relative dominance of the Euro-market within the EC area. The figures re=-
veal, however, a less pronounced quantitative discrepancy: 1in 1981, the
gross amount of Euro-bond issues (USD 5.4 billion) was just double that of
classical foreign bond issues (USD 2.6 biltlion). The ratio has not in-

Creased, as compared to 1977 (USD 4.4 billion against USD 1.9 billion).

The large volume and continuing growth of Euro-currency markets reflect
some basic institutional features as well as specific recent developments.
The former consist, for example, in an absence of national controls, which
implies a general cost advantage for Euro-banks in countries with non-
interest-bearing minimum reserve requirements; there is no obligation for
Euro-banks to deposit legally required reserves for Euro-market liabilities
at zero interest rates with any central bank. The latter include, for
example, the recycling of petro-dollars; there is a continuing necessity
for international banking to create liquidity for financing world trade,
and to channel (recycle) funds between highly industrialized nations, less

developed countries and oil-exporting countries.

There are reasons to expect international lending on Euro-markets to
be associated with increasing risk. As there are no controls, there is a
higher country risk today; some countries have serious difficulty in dealing
simultaneously with a deteriorating balance-of-payments situation and con-
tinuing public sector deficits on a large scale. Continued recession in
several countries, and recent failures of large firms and banks have aug-
mented the uncertainties. Technically speaking, intermediation via debt
rescheduling tends to be associated with a higher risk component. In
addition, and connected with country risk, is the present tendency of

shorter lending terms and maturities.
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International financial capital is extremely mobile. With the estab-
lishment, de facto, of complete convertibility among major currencies,
Euro-currency institutions are important intermediaries for currency
conversions. Therefore, they are potentially able to originate and trans-
mit financial disturbances on a large scale. To put it differently,
today the Euro-currency market is a highly efficient means of implementing
capital mobility in the very short run. Low transaction costs, quick
co:munications and nearly instantaneous price adjustments of financial
instruments around the globe characterize this efficiency. Technically
speaking, we are witnessing today the successful marriage between computer
and telecommunications technologies; large international banks are rapidly

becoming financial information corporations on a global scale.

8.3 Euro-markets and EC policy

Taken together, the facts are conducive indeed to raise doubts on the
continued desirability of the 25 year old goal of European capital market
integration. Specifically, the original economic and financial ideas for
building an integrated European capital market within the Community (see
above) are practically fulfilled today by the existence of efficiently
functioning, private Euro-markets. It should be acknowledged that the
emergence of private Euro-markets benefited from the absence of a Euro-
pean capital market. Although geographically within the Community, these

Euro-markets are not subject to official regulations or policy.

However, the argument so far has been pursued in terms of economic and
financial reasoning only. This is insufficient, as it neglects the economic
policy aspects which are vital and decisive in the discussion of capital
market liberalization. Indeed, from the point of view of monetary policies -
in single member countries as well as on a Community level - the original
goal of building an integrated European capital market is still a valid aim.
It is a major prerequisite not only for the optimal, inter-Community allo-
cation of real resources, but, most importantly, for the implementation
of any major step towards the final monetary goal of the Community, i.e.
towards monetary union. As long as this basic aim is not abandoned,

capital market liberalization and integration remains essential.
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To arrive at this proposition, it has to be taken into account,
firstly, that a basic consistency is needed between the European Monetary
System (EMS) and the present state of national capital markets in the EC.
Secondly, it should be acknowledged that there ishardly any way toavoid external
constraints on national monetary policies with fully Liberalized capital
flows (capital mobility). Both points are developed in the following

section 8.4

Before going into detail, it should be kept in mind that absence of
controls on Euro-markets means that national monetary policy actions can
be circumvented in principle, and in various ways, via international lending
and borrowing activities. To this extent, the very existence of Euro-
markets constitutes a basic threat to the independence of national monetary
policies. For example, Euro-markets may significantly add to the magnitude
of destabilizing short-term capital flows, thus interfering with domestic
stabilization efforts. Moreover, free availability of international
liquidity via Euro-markets may seduce a country with severe balance-of-
payments problems to ignore the drain on their reserves, and to conduct
policies which may not be directed towards stability in the longer run.
These potential dangers underline the importance to be attached to the
question of controlling Euro-markets, e.g. by means of appropriate national
and/or EC actions. The topic clearly surpasses the scope of this chapter;

it constitutes, however, a '"memorandum item" not to be forgotten.

8.4 Capital mobility and interdependence of domestic monetary policies

Since March 1979, most EC countries have joined the currency area of
the European Monetary System (EMS). Hence, member countries face a mixture
of fixed and flexible exchange rate regimes in their external monetary
relations with other countries. Obviously there is some contrast between
the EMS, which provides free convertibility of European currencies at fixed
exchange rate margins, and the continued existence of nationally regulated
European capital markets. On the one hand, the EMS contributes to a closer
inter-relationship of national money via an increased role for interest rate
differentials and interest rate effects on financial capital transactions
and exchange rate movements (within the given margins). On the other hand,
it is exactly these short~term capital transactions which are subject to

the most rigid national controls. This situation may give rise to a harmful

inconsistency.
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Related to the EMS is the fact that most national governments, in the
Community as well as outside, rely heavily on monetary action in order to
achieve domestic stabilisation goals - much more so than 20 years ago. Hence,
there is a strong desire to control national monetary aggregates; many
countries have officially announced targets for monetary growth. Therefore,
massive flows of short-term financial capital, forcing central banks to inter-
vene and (thereby) to create additional internal bank liquidity, may inter-=
fere with money stock control. This is, of course, not necessarily so, as
many EC countries try to incorporate possible exchange-rate developments in
their decision about monetary targets. Smaller countries, in particular,
conduct their monetary policies within the constraints imposed by foreign
exchange markets; they obviously try to cope with the basic fact that their
economies are "open'" and that international capital flows react sensi-
tively to international interest rate differentials and exchange rate expecta-
tions. This suggests taking a closer lLook at the theoretical and practical

role of capital mobility, with specific reference to the exchange rate regime.

Recently, the conventional theory of '"insular' economies and the corres-
ponding analysis of external constraints on the policy mix (at given capital
mobility) has been modified in an important way. In reaction to theoretical
developments was well as factual experience, it is held that full insulation
from external influences is impossible, even with floating exchange rates.
It is maintained that national authorities, in a world of capital mobility
and fLexible exchange rates, are not much more independent in
policy-making than in a world of capital mobility and fixed exchange rates.
There are three basic points:

- Some main determinants of exchange rates, Like interest rates,
batance of payments, and inflation rates, operate consistently in
the long run only. In the short run, exchange rates may be pushed
in different directions, away from their fundamental equilibrium
Level, by changing expectations of exchange rates itself, as well

as of the "fundamentals'" just mentioned.

= Short=run changes in exchange rates are brought about by massive
flows of short-run financial capital, generated in and transmitted

via efficient international financial markets (Euro-markets, as
described above). '
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- The divergence of exchange rates from their "normal" Llevel, i.e.
their over- or under-shooting, has important 'real" effects on
domestic economic activity - on domestic industries, export and

import-competing sectors.

From these three points, it follows directly that national authorities
cannot afford a 'benign neglect' as regards exchange rate fluctuations.
Hence, the level and fluctuations of exchange rates continue to be a matter
of concern to national monetary authorities; in practice, there are good
reasons for stabilizing exchange rates. This is precisely so because
capital mobility provides an effective linkage for the international trans-
mission of macroeconomic influences, even in a regime of floating exchange
rates. As this proposition holds anyway in the case of fixed exchange
rates, financial and '"real' inter-relationships between national economies
obviously exist irrespective of the exchange rate regime actuall} adopted.
With capital mobility as it is existing nowadays, monetary policy is in-
evitably constrained by international capital flows. Hence, the ability
of central banks and governments to pursue independent monetary policies
appropriate to their internal economies is always restricted. The con=
straint is felt more severely, and accepted more readily (see above), by
the smaller countries in the Community. But it applies, in principle, to

the "big" member countries as well.

Finally, the new environment of Euro-markets ensures that international
capital mobility must to a large extent be taken for granted - at least,
as long as capital flows between national and Euro-markets continue to
remain uncontrolled. Until now, governments seem to consider those capital
flows advantageous from a purely national point of view (see the remarks
in section 8.3 above). It may sound somewhat paradoxical, but the low
degree of overall Lliberalization within the EC simply accentuates the con-

trast with an ongoing process of more and more global capital mobility.

Hence, there seems to be no way of avoiding the mutual interdependence
of national monetary policies just described, but as a last resort selec-
tive direct controls on capital flows and/or on the accompanying inter-
national payments may be considered as a means to preserve autonomy in
national monetary policies. 1In countries like France, for example, there
js a long-standing tradition in using such controls actively as an instru-
ment of exchange policy. Other countries like Germany have at their dis~-
posal the power to introduce controls (see Aussenwirtschaftsgesetz). Some

- thoughts on controls therefore seem to be warranted.

12
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Restrictions on capital movements were, according to Art. 67 of the
Treaty of Rome, to be progressively removed in order to facilitate the workings
of the Common market. The Treaty of Rome itself (88 73, 108 and 109) and the
Liberalization directives specify circumstances when controls are to be con-
sidered a legitimate tool to deal with certain dangers in financial markets.
However, controls should be the exception, not the rule, and their application

should be Limited in time.

These Community rules are obviously in conflict with national insti-
tu tional settings which include controls as a normal tool of monetary
management , even though there was
general acceptance of Liberalization directives in the early sixties
(see above). Rather, it should be acknowledged as a matter of fact that national
traditions tend to dominate, if conflict arises. Moreover, pureLy financial,
short-term speculative flows of "hot money' are often considered detrimental

if they are unrestricted.

The matter is controversial. It follows, nevertheless, that there is some
reason to reopen the basic discussion on the objectives, functions and conse--
quences -of capital market controls in a non-dogmatic: way. In ‘the following
paragraphs, three -fundamental propositions areé put forward gs a stimulus for

discussion. They are, of course, not exhaustive.

- when it seems impossible to conduct policies based on the usual relation-
ship between instruments and targets within the existing framework of mar=-
kets and institutions, governments are tempted to bypass this relationship,
using administrative power to directly jmpose the desired state of affairs.
This is the general essence of controls in terms of economic policy. It
could mean that problems are of such a dimension that conventional measures
are considered too weak to be effective in the desired way; it could, how-
ever, also mean that a traditional instrument is used, without indicating

any particular magnitude of the problem.

- As a permanent feature of capital markets in the EC, direct controls are
in danger of becoming ineffective. Firstly, while strengthening the grasp
of governments on capital flows in the short run, controls may become
Lless effective as they further encroach on the very same phenomena they
are designed to overcome. If this happens, governments do not get rid
of the problem but only of its symptoms. The relief may be temporary;

as controls turn into a permanent feature, they are Likely to be circum=

vented. Hence, new additional controls may become necessary.
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- If restrictions on the free flow of capital and currency are used to
stick to unrealistic exchange rates in a situation of serious domes-
tic imbalances, there is a danger of a vicious circle, from increased
controls to more divergence, more controls, and so on. This danger
arises, in other words, if national governments wrongly accept, or
contribute to, an accumulating external imbalance. Given the recent
attempts to implement stabilization policies in EC countries, inclu-
ding policy measures taken in parallel with exchange rate realign-
ments within the EMS, this danger at the moment is more theoretical

than practical.

8.6 Possible policy approaches

Improvement of policy‘coordination is the way envisaged within the EC,
but it is obviously very difficult to implement. In the present institutional
framework the Community must, in order to have real effect, refer to other
undertakings such as the capital market liberalization, further progress of

the EMS and increased emphasis on the European Currency Unit.

To enforce capital market integration at a generally accepted, uniform
degree of liberalization would mean a large step in the direction of turning
the EC into an optimum regulation area. Its implementation might be attempted
by enacting further liberalization directives and revitalising the legally
established supervisory functions of the Commission and the Monetary Committee.
Coordination of the Member States' policies on capital movements vis—a-vis
third countries - in compliance with Art. 70 of the Treaty- would contribute
to the success. The step conforms closely to the cooperation inspiration
of the Community, and it carries the logic of enforcing policy coordination
in an indirect way via institutionalisation, or organization, of a European
Capital Market. There have been, however, long decision lags within the
Community on these matters, reflecting the political unwillingness in moving

ahead unanimously towards an integrated capital market.
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Moving towards monetary union by meéns of further development of the
EMS would mean progress in turning the Community into an optimum currency area.
This approach is definitely related to the above-mentioned direct approach
on capital market integration, as has been argued in section 8.4; and both
proposals seek to enforce policy coordination (and, hence, economic divergence).
As regards implementation, the EMS/monetary union approach looks more
attractive at first sight as a few important institutional decisions might
suffice fo accomplish the framework for monetary union. Politically, the
road to monetary union is at least as long as that to capital market integra-

tion alone. Indeed, the latter aim is somewhat less ambitious.

Thirdly, attempts might be made to establish the European Currency Unit
(ECU) as a generally accepted unit of account in all inter-Community financial
transactions, official and private (see box 2). This move could be combined
with the planned further institutionalisation of the EMS especially as the
prospect that Member States could use the ECU as a convenient means to gain
better access to the international financial markets and liquidity provoked

considerable criticism.

In conclusion, all approaches have their difficulties. A solution being

acceptable to all member countries in the Community might include attempts to
promote each of them in a stepwise fashion. But there can be no realistic hope
unless the political willingness to move ahead has been revitalised. Renewed
discussion on capital market policies in the Community might contribute to

such an revitalization; the present study draws its legitimation out of this
view. Analytically, it should be kept in mind that capital mobility and policy
coordination, achieved directly or indirectly, mean a loss of national autonomy
in economic (monetary) policies. Therefore any new, or renewed, European capital
markets policy has to be based inevitably on a basic agreement as to the prin-
ciples of monetary stabilization policies, including priorities for the achieve-
ment of final economic goals such as price stability, full employment or external
(balance of payments) equilibrium. Last not least, the question of how to inte-
grate Euro -markets into any new framework of European capital markets policy
remains to be tackled and solved.



Table 8.1

External assets 1 of European banks in foreign currency
(Euro-currency market)

Stocks at end of year in billions of US dollars

1977 1978 1979 1980 1981

Belgium 23 32 40 52 59
Denmark 2 3 4 4 4
France 62 81 100 119 120
Germany 17 21 22 22 24
Ireland 2 2 2 2 2
Italy 15 22 28 30 36
Luxembourg 44 58 79 87 87
Netherlands .27 37 45 51 53
UK 159 203 270 334 401
EC-9 gross - 351 459 590 701 786
Minus double-counting
2) 5) 135 185 237 272 307
EC=9 net (5) 216 274 353 429 479
For comparison :
Total Euro-currency
market (3) gross 374 502 640 751 840
Minus : double-counting ‘
2) (5) 144 202 257 291 328
Total Euro=-currency
market (3 net () 230 300 283 460 512
ALL international finan-
cial markets (4) .- gross 657 903 1.111 1.323 1.542

net 405 540 665 810 940

(1) External claims plus international bond issues.
(2) Double-counting due to redepositing among reporting banks.
(3) Reporting banks in EEC (9) countries plus Austria, Sweden, and Switzerland.

(4) wWithout banks (except US reporting banks) in the offshore centres Bahamas,
Cayman Islands, Panama, Hongkong, and Singapore.

(5) Estimates by the Commission services, based on the hypothesis that double-
counting in European banks is identical with the total share of double-
counting in global irternational markets, i.e. 37.8% in 1977, 40.2% in 1978
and 1979, 38.8% in 1980 and 39% in 1981.

Source: BIS (Annual Reports) and Commission services
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Table 8.2
External assets M of European banks in domestic currency
Stocks at end of year in billions of US dollars

1977 1978 1979 1980 1981
Belgium . 2 3
benmark 0 0
France (2) 12 18 23 24 23
Germany 32 40 48 52 51
Ireland 0 0 0 0 0
Italy 0 1 1 ‘
Luxembourg 1 1 1 1 1
Netherlands 5 9 N 11 12
uk (3) 12 15 16 23 23
EC-9 64 87 103 115 114

(1) External claims and foreign bond issues.

(2) Including buyer's credits.

(3) Including, in addition to loans, advances and overdrafts, all commercial
bills and acceptances.

Source: BIS (Annual Reports)
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Table 8.3
International bond markets
in billions of US dollars
I: Gross Euro-bond issues
1977 1978 1979 1980 1981
Belgium 0.0 - 0.3 0.2 0.3
Denmark 0.3 0.4 0.2 0.3 0.4
France 1.1 0.8 1.3 1.8 2.0
Germany 0.2 0.3 0.4 - 0.1
Ireland 0.0 - 0.1 0.1 0.4
Italy 0.2 0.1 0.3 1.0 0.9
Luxembourg 0.5 0.3 0.1 0.0 0.0
Netherlands 0.4 0.2 0.5 0.9 0.3
UK 1.6 0.8 1.0 1.5 1.2
EEC (9) TAA 2.9 4.1 5.8 5.4
Western Europe 9.0 5.4 7.4 9.1 7.6
world-wide total 19.5 15.9 17.4 20.1 - 26.5
II: 'Classical" foreign issues
Belgium 0.2 0.0 - 0.0 0.3
penmark 0.5 0.5 0.5 0.9 0.5
France 0.8 0.5 0.7 0.7 0.9
Germany 0.0 0.0 0.1 0.2 0.1
Ireland 0.1 0.1 0.1 0.2 0.1
Italy 0.1 0.1 0.1 0.1 0.1
Luxembourg 0.1 0.2 0.0 0.1 0.0
Netherlands 0.1 0.2 0.5 0.2 0.5
UK 0.1 0.7 0.3 0.1 0.2
EEC (9) 1.9 2.3 2.3 2.4 2.6
Western Europe 5.1 6.1 5.8 5.9 5.5
World-wide total 16.6 21.4 20.0 18.0 21.3

Sources: BIS, World Bank, OECD
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8.16 BOX 1

Community obligations and capital movements: Situation in Member States

Community provisions

The Council Directives of 11 May 1960 and 18 December 1962 for the imple-
mentation of Article 67 of the Treaty lay down the present framework for
Member States' obligations with regard to the liberalization of capital
movements.

The capital movements liveralized within the Community are given in Lists
A and B annexed to the First Directive. They include direct investments,
personal capital movements, short-term and medium-term credits related to
commercial transactions or to supplies of services in which residents
participate, transfers in performance of insurance contracts, and opera-
tions in securities dealt in on a stock exchange. Under the terms of
that Directive, liberalization of these operations is unconditional and
cannot be suspended except by invoking the protective clauses prov1ded
for in Articles 73, 108 and 109 of the Treaty.

The capital movements specified in List C annexed to the First Directive
(notably issues of securities of a domestic undertaking on a foreign cap-~
ital market and, conversely, of those of a foreign undertaking on a dom-
estic capital market, operations in securities not dealt in on a stock
exchange, and financial credits) were liberalized only on condition that

a Member State may maintain or reintroduce such restrictions on these
operations as were operative on the date of entry into force of the Direc-
tive or on the date of accession where such free movement of capital might
form an obstacle to attainment of that Member State's economic policy
objectives.

For the other operations, involving for the most part short-term capital
movements (securities dealt in on the money market; opening and replenish-
ment of current or deposit accounts, etc.), Member States remain free to
decide whether or not to impose restrictions.

Situation in Member States

The degree of effective liberalization of capital movements varies appre-
ciably between Member States. Exchange restrictions on all capital opera-
tions have been Llifted in Germany, the United Kingdom, Belgium and
Luxembourg, although the Llatter two jointly operate a two-tier exchange
market. The Netherlands abides by its Community obligations and takes a
liberal view of capital operations not subject to any liberalization
requirements.
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France, Italy, Ireland and Denmark continue to apply controls over all
capital movements and have been authorized by the Commission to invoke
protective clauses in order to place restrictions on certain capital
operations liberalized under the 1960 and 1962 Directives.

Restrictions_introduced under_protective_clauses

France: By Decision of 4 December 1968, the Commission authorized the
_imposition of restrictions on the full range of capital movements. Franc
has since eased these restrictions, but, by way of derogation from the
relevant Community provisions, controls continue to apply to the following
operations:

- Direct French investments in the Community are free from restrictions
where they do not entail any transfer abroad by a resident; where a
transfer does take place, such investments over and above FF 1 million
require authorization. The proceeds accruing from liquidation of such
investments must be repatriated in full and surrendered on the foreign
exchange market; "

- Acquisition by residents of real property abroad is subject to a prior-
authorization requirement;

- Acquisition by residents of foreign securities dealt in on a stock exchange
is caught by the "investment franc' system (see below).

Italy: By Decision of 8 May 1974, as amended by the Decision of 26 May 1975,
Italy is authorized by the Commission to require residents to lodge an
interest—-free bank deposit equal to 50X of the amount of investment trans-
actions carried out abroad. 1In practice, however, this requirement is not
applied to direct investment in Member States. Insurance companies and the
acquisition of securities issued by Community institutions (up to an annual
ceiling set at 45 million ECU in 1982) and of units in investment trusts
authorized to do business in Italy are also exempt.

Iretand: By Decision of 3 May 1980 amending the Decision of 22 December 1977,
the Commission authorized Ireland to maintain restrictions on the acquisi-
tion by residents of foreign securities dealt in on a stock exchange except
where financed through the sale of other foreign securities. These restric-
tions do not apply to the acquisition of securities issued by Community insti-~
tutions or, under certain conditions, to insurance companies.

Denmark: Under arrangements broadly similar to those applicable to Ireland,
restrictions on the acquisition by residents of foreign securities dealt

in on a stock exchange were authorized by the Commission Decision of

22 December 1977. These restrictions do not apply to the acquisition of
securities issued by Community institutions or by international institutions
of which Denmark is a member. Furthermore, on 5 February 1979, Denmark
invoked the protective clause provided for in Article 73(2) of the Treaty

to prohibit the sale to non-residents of government bonds issued after 1975.
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Introduction of a_two-tier foreign_exchange_market

More often than not, the requirement that certain transfers should be
channelled through a specific foreign exchange market involves additional
costs that may hinder the corresponding capital outflows. Subject to
certain conditions, including the absence of any appreciable and lasting
differences between the rates for capital transactions and those for
payments relating to current transactions, the Community Directives permit
the introduction of a two-tier foreign exchange market for capital move-
ments.

Since 1954, Belgium and Luxembourg have operated a '"free'" exchange market
alongside the official market. As a general rule, all capital transactions
take place on the "free'" market. Under certain conditions, direct invest-
ments may be made and liquidated on the official market.

In france since May 1981, residents have been required to finance the
purchase of foreign securities out of foreign exchange accruing from the
sale of other foreign securities ("investment franc'" system). This closed
market, which is compulsory only for residents, differs from the "free"
market operated in Belgium and Luxembourg, to which non-residents are also .
admitted.




Private use of the ECU

Although it had already been used for a number of years for current accounts

held for the most part in the name of the Community institutions, the European
unit of account (EUA) effectively assumed the rdle of monetary instrument for
settling private transactions only when it was introduced under the ECU label in
central banks' balance sheets for recording transactions under the European Mone-
tary System. It is now possible, three years after this official act of recogni-
tion, to make a survey of the private use of the ECU and to

clarify its status with regard to the different sets of exchange regulations in
force in the Community.

Typés of operations.. The ‘ECU is. used by the private ‘sector above all for
recording and, in some cases, for settling financial and banking transactions; it
is Little used as yet for commercial transactions.

The banks treat the ECUas a currency in its own right and now offer a range of
E CU-denominated financial services similar to those available in any convertible
currency. TheECU 1is used for the following transactions :

- Deposits_and_overdrafts. In this area, the Community institutions, which hold
substantial accounts in ECU, gave the lead first to the banks, whose participa-
tion in ECU-denominated issues led them to open ECU accounts in their own name,
and then to business transactors, who, especially in Italy, make short term
borrowings in order to finance exports. Over 200 banks now operate drawing ac-

counts denominated in ECU and over 100 business have overdrafts in ECU.

.= gggg_ﬁgggs : These loans, which have a maturity of between two and five years,
Denmark, they involve small amounts of around 20 000 ECU for small businesses or
private individuals. Where they involve lLarge amounts, they are handled by a
banking syndicate and can take on a sophisticated form, e.g. the 200 million
ECU loan ygranted in July 1981 by the Crédit Lyonnais to the Crédit National. An
amount of some 350 million ECU was outstanding in respect to such transactions
at the end of July 1982.

- Public issues denominated in Ecu : Since March 19871 when the first issue was
floated on behalf of an Italijan borrower, 18 issues have been placed on the
market totalling nearly 1,200 million ECU. With the
exception of the 500 million ECU loan issued by the Italian Government in February
1982, which was placed for the most part on the domestic market, they have all
been floated on the Euromarket at fixed rates ranging between 13% and 14% and
with maturities of 6 to 10 years.

- Settlement of_gcy transfers : Until now, ECU transfers between banking institu-
tions posed problems because, direct transfers being not possible, it was
necessary to transfer all the currencies making up the ECU, causing a large
handling charge that inhibited the development of the ECU market. A number
of particularly active banks have circumvented this difficulty be steadily
introducing what are in effect simplified settlement arrangements involving the
execution of transfer orders in ECU. between the increasingly large number of
accounts opened in their books. These banks have now improved this process by
opening with one another reciprocal accounts in ECU that are settled in national
currencies over and above a certain ceiling. This purely pragmatic process makes
it possible to execute transfer orders in ECU not only between accounts opened
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in a bank's own books but also between such accounts and those opened in the books
of all banks operating

reciprocal accounts. This settlement system, which has the drawback of not treating
all banks on an equal footing, embraces only part of the banking system. The banks
are aware of the limitations of this system and are currently examining ways and
means of institutionalizing a system that will ensure more efficient as well as
more extensive settlement arrangements.

- Service offered to private_transactors : With the expansion of the banking facili-
ties operated in ECU and the reduction in costs, the minimum threshold for transac-
tions has been lowered to a level that brings ECU-denominated operations within
the reach of private transactors : reduction in the minimum amount for deposits
(3 000 ECU in some countries) and for loans (20 000 ECU in Denmark); certificates
of a standard unit amount of 1 000 ECU for ECU-denominated issues. In Italy, it
is also possible to take out Life~assurance policies denominated in ECU.

Status of the ECU with regard to national regulations. Wider private use of the ECU
presupposed that this unit could be used in its own right, i.e. that it could be
treated as a genuine currency and no longer as a basket of nine currencies each of
which had to be handled separately in banking transactions.Member States have approachA
ed this problem in different ways. Reference to the ECU is still prohibited in
Germany while Italy has granted the ECU currency status, which the Italian Government
has confirmed by issuing a 500 million ECU Loan in February 1982. 0f the other Member
States applying exchange regulations, France and Belgium have recognized the ECU as

a currency by official decision; Ireland, Denmark and Greece have not yet gone this
far but do authorize their banks to receive ECU transferts from abroad. The United
Kingdom, which applies no exchange controls, and the Netherlands, which applies
flexible exchange regulations, leave it to the banks to decide whether or not to treat
the ECU as a currency.
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9.1

9. Energy

The situation on the energy market and its relationship with the
economy as a whole were so profoundly altered by the second oil shock that
earlier trends were completely disrupted. The decline in the consumption
of energy and particularly oil as a result of price rises, increased invest-
ment, contracting economic activity and other factors, such as administrative
measures, is in part structural and to that extent here to stay. But it is
clear that these factors, and particularly pricing and investment policies,
are not yet sufficiently coodinated to meet the continuing need for adjust-
ment. Net energy imports are still making considerable inroads on the balance
of payments which can be reduced only if top priority is given to implementation
of the Community's energy strategy.

9.1 The Community's energy balance

Taken as a whole, the main components of the Community's energy
balance Cenergy consumption,production and imports) have sustained quite
dramatic changes over the last three years (as they have in most industrial-
ized countries), the full implications of which are still far from clear.
Whereas, following the 1975 recession, economic growth and the demand for
energy returned fairly rapidly to relatively high levels in most countries,

it has been & different story in the aftermath of the second oil shock:

- (i) the crisis is continuing in most of the OECD economies, with an
average rate of growth for the three years 1980, 1981 and 1982 of just
under 1% for the QOECD area, close on 0.8% for the ten Community
countries, and nil for the United States, while growth is still running

at over 3% in Japan;

(ii) demand for energy, especially oil, has shown a very marked downturn
since 1980. (Tables 9.1 and 9.2). This represents a complete break
with previous trends which, although it is too early to distinguish
structural aspects from purely cyclical aspects with any certainty, is
accompanied by a sharp reduction in energy consumption, especially oil,
per unit of GDR. Thus gross inland consumption of energy per unit of
GDP at 1975 prices and exchange rates (1975 = 100) has fallen from
99.9 in 1979 to 90.2 in 1981 and 88.7 in 1982, while over the same
period oil consumption per unit of GDP fell from 96.1 in 1979 to 79
in 1981 and 75.8 in 1982 (Table 9.2). Changes~such as these obviously
include a considerable element of structural change and cast doubts on
the reliability of most of the medium— and Long-term forecasts made

earlier.
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To be more precise, while Community GDP increased by 2.5% between
1979 and 1982, gross inland consumption of energy fell by more than 8% and
oil consumption by more than 18%. The oil share of energy consumption - which
the Community aims to cut back to 40% by 1990 - has therefore come down from
54.5% in 1979 to 48.6% in 1982. At the same time, while consumption of solid
fuels held Level at around 220 millijon toe, and consumption of gas slipped
slightly from 172 million toe in 1979 to 163 million toe in 1982, electricity
speeded up its penetration of the market, consumption rising from 53 million toe
in 1979 to 83 million toe in 1982 (an increase of 56.7%).

By contrast, Community energy production increased by 34 million toe
(7.4%) between 1979 and 1982, largely owing to a rise of 21 million toe (23.5%)
in North Sea oil production and of 30 million toe (81%) in nuclear-generated
electricity, while the output of solid fuels grew by 5 million toe,~and natural

gas production continued its decline with a drop of 22 million toe (16%).

These trends in the Community's consumption and production of energy
added up to a sharp fall in net energy imports, from 559 to 437 million toe
between 1979 and 1982, i.e. a drop of close on 22%. Given the rise in net
imports of natural gas (up 11 million toe) and solid fuels (up 4 million toe),
the reduction in net oil imports is very substantial: from 487 million toe
in 1979 to 350 million toe in 1982, j.e. down 28.1%. The Community's depen-
dence on energy imports accordangly declined from 64.2% in 1973 to 55.2% in
1979 and 47% in 1982, and its dependence on imported oil from 61.8% in 1973
to 48.1% in 1979 and 37.6% in 1982.

9.2 Energy prices

The trend of energy prices, and’more particularly the two successive
jumps in oil prices, has quite clearly played a significant part in the
Community's changing energy balance. The Commission now has access to reliable
Long=run (1960-80) price series for different energy sources in the various
categories of consumption in six countries (B, D, F, I, NL and UK), which help

put recent trends into better perspective.

To obtain an overaLl picture of the tfend in energy prices, a weighted

average index has been calculated which combines all products and all sectors.
This index'was deflated by the GDP. implicit price index so as to show the

change in the real price of energy over the long term. With base of 1960 = 100,
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this clearly shows a substantial drop in the real price of energy in all the
countries throughout the 1960s and up to 1972 or 1973 (Graph 9.1): energy
therefore had a major anti-inflationary effect, and thus played a part in

the expansion and direction of economic growth. The rise in prices from

1973 to 1975 broadly cancelled out the previous fall and brought energy prices
almost back to their 1960 level relative to prices for other goods and services.
The period 1975-78 was a time of stability or even of a renewed fall in the

real price of energy. Then, as a result of the second oil shock, prices
increased in real terms in 1979 and 1980 to finish up at a level which is

generally, though only slightly, higher than the level of real prices in 1960.

The indices of energy prices by category of consumer = imdustry, road
transport, households and services (small users) - show up faifly wide
differences in trends which éfe worthy of comment. Firstly, it is evident
that inflation is mainly responsible for divergent trends in nominal prices
in different countries, which is why it is safer to rely on a study of real
prices. This shows that, broadly speaking, the real price of motor fuel
tended to fall further than the price of other energy uses until 1973, but
especially that it has increased lLess everywhere since 1973 and is now in
many cases lower than its real level in 1960, giving road transport a definite
relative advantage. It should be pointed out here that the long-run series now
available relate to prices inclusive of all taxes (series net of tax are in
preparation, series net of VAT exist only for the period 1974-80 for industry).
In the case of motor fuels, these "with-tax" prices are heavily affected by
a specific tax (excise duties), whose rate of increase since 1973 has tended
to fall behind inflation in timing and level; this explains the smaller real
price rise of these products. A second point is that between 1960 and 1973
the real price of energy consumed by households and services (small users) fell
everywhere to a lesser extent than real prices for industry or road transport.
Subsequently, between 1973 and 1980, events took a different course in different
countries: in some countries the real price of energy used by households and
services remained higher (D, F, UK), while in others the real price of energy

to industrial users increased the most (I, NL, B).
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The average cost (cif) of oil supplies in the Community during the
period 1970-82 is presented in Table 9.3 and Graph 9.2 in three different
ways: 1in current dollars, in current ECU and in deflated ECU. This style
of presentation offers a comprehensive picture of the main features of the
trend in oil prices as it affected the Community economy during that period,

as follows:

(i) the magnitude of the two oil price shocks, which resulted in a virtual
quadrupling of prices in current dollars in 1973-74, which in turn were
almost tripled between 1979 and 1981, with the result that the average
cif price of oil imported into the Community rose from USD 2.3 a barrel
in 1970 to USD 36.5 a barrel in 1981 (a 16-fold increase) before decli-
ning to USD 34 in 1982;

(ii) the effect of the dollar exchange rate over the period which was the
changeover to floating exchange rates: when the dollar was weak (from
1970 to 1973 and from 1977 to 1980) oil prices expressed in ECU rose
much less steeply than the same prices expressed in dollars; conversely,
when the dollar was strong (from 1974 to 1976, in 1981 and above all in
1982) each rise in the dollar price of oil was amplified and each reduction
absorbed by the movement of exchange rates. As a result of this process,
in 1982 the drop in the dollar price of oil was more than offset by the
rise in the dollar, to the extent that in that year the oil price index
(1970 = 100) was higher in ECU terms than in dollar terms, for the first
time since 1970. It would however be wrong to conclude from this that
the price of oil in dollars is fixed without any reference to the exchange

rate of the dollar against other major currencies;

(iii) the role played by inflation (Graph 9.2: prices in deflated ECU) in
moderating to some extent the real burden of the cost of oil supplies.
The average real price in the Community in 1982, which is 6% down on
1981, shows a five-fold increase since 1970, compared with an increase
by a factor of 15 in nominal terms. It should be noted that, in general,
the country-by-country trends throughout the Community remain fairly

comparable because purchasing power parities have changed little.

a3
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9.3 Energy investment

Any analysis of the trend of energy investment is beset by many
difficulties of a statistical and theoretical nature as regards the
definition of that category of investment. For instance, the national
accounts provide satisfactory data on investment in energy production
in the form of statistics of gross fixed capital formation by ownership
branch, but give us no information about investment in the efficient use

of energy (energy saving or fuel-switching) in any branch.

As regards investment in energy production, the trend from 1970
to 1980, as shown in Table 9 .4,is certainly positive, but reveals no
clear priority in favour of energy investment. The share of energy
investment in total GFCF for the seven Community countries which have
provided data broken down by sector (B, D, F, IRL, I, NL and UK) increased
from 7% in 1970 to 8.4% in 1980. Two countries show a significant rise:
France (where the share of energy increased from 6.2% to 8.5% of GFCF),
and above all the United Kingdom (where the share grew from 10.9% to 14.1%
of GFCF).

On the other hand, the trend in the volume of energy investment
during the periods 1970-73, 1973-77 and 1977-80 shows hardly any increase
in investment growth except, to some extent, in France and Germany. Admittedly,
in a general context of declining investment ratios, energy investment stands
out as a notable exception and plays a not insignificant supporting role to
activity as a whole, but it does not constitute the motive force, which might
have been expected. The growth of investment in energy production has been
much stronger and faster in other industrialized countries, particularly
in the United States, where its share of GFCF, which was already high at
13.5% in 1970, rose to 20.9% in 1979 and was probably close on 25% in 1980.

The forecasts by Euroinvest as regards capital formation suggest
that the growth of investment in energy production has accelerated in the
Community, especially in 1981 and 1982 in Belgium, Germany and France, but

slowed down again in the United Kingdom.



These data go to confirm the observed expression of energy production -

a sharp growth in North Sea oil production related to a growth in investment
of 15.4% per annum in the United Kingdom from 1973 to 1977; an increase in
the generation of electricity from nuclear fuel going hand in hand with sus-
tained growth of investment in electricity generation in France: but the fact
remains that the substantial decline in demand for energy per unit of GDP in
the Community is partly due to a rationalization of consumption and thus to
investment in energy efficiency. Much more information is needed about such
investment in order to explain and above all to forecast the trend of demand

for energy in the medium and long term.

9.4 0il and energy bills

The sharp fall in demand for energy, tdgether with the growth in

Community production of energy and particularly of oil, have brought about

a major reduction in the volume of net imports of energy, from 622 million toe
in 1973 to 559 million toe in 1979 and only 437 million toe in 1982. However,
with the explosion in energy prices, the volume cutback in imports has not
been enough to hold down the Community's energy bill, particularly its oil
bill (Table 9.2). The Community's oil bill increased from USD 16 300 million
in 1973 (1.5% of GDP) to USD 97 000 million in 1980 (3.5% of GDP), before
falling back to USD 85 000 million in 1982. However, the highest level as

a percentage of GDP was reached in 1981, when the change in the dollar exchange

rate raised the oil bjll to 3.7% of GDP. The bill for all sources of energy
increased steadily relative to the bill for oil alone lLargely because of the
rise in net imports of solid fuels and natural gas. It rose from USD 16 900
million in 1973 (1.5% of GDP) to USD 105 600 million in 1980 (3.8% of GDP)

and USD 94 000 million in 1982 (3.8% of GDP). These figures show clearly how
important it is for the Community not only to replace oil by other sources but
also to foster both its own energy production and energy efficiency so as to

reduce still further the consumption of energy per unit of GDP.
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The decline in net oil imports into the Community and into most
industrialised countries, combined with the expansion of oil production
by non-OPEC countries has caused major changes on the oil market since
1979-80. These changes‘have been accentuated since the third quarter of
1981, particularly in the first half of 1982, by the need for oil companies
to adjust their stocks, in view of the lower world demand for oil and the
very high cost of holding stocks in a period of high interest rates. As
there is a glut on the market, most of the non—-OPEC exporting countries
have adjusted their prices in order to keep their market share, which has
Left the main burden of volume adjustment to the OPEC countries. These
have sought, by imposing production ceilings and reducing the prices most
out of Lline, to hold the market price of Arabian light at USD 34 a barrel.
This policy has resulted in a further reduction in the quantities produced
and exported by OPEC.

The upshot is that OPEC production has dropped from 31.6 million
barrels a day (1 580 million toe) in 1979 to around 20 million barreLs'a
day (1 000 million toe), i.e. a drop of more than 36%: this has led to a
~ new shareout of the market whereby OPEC countries, which supplied more
than 60% of demand in 1979, supplied just over 40% in 1982.

This new situation on the oil market has Led to a sharp decline in
the value of OPEC's exports and to a very rapid contraction in OPEC's

current account surplus (see Chapter 3).
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Tablte 9.1

Summary energy balance, EC 10

(million toe)

1973 1975 1977 1979 1980 1981 1982¢"
Energy consumption 969 890 942 1012 970 934 930
1. Gross inland consumption 932 859 912 985 944 907 905
of which:
solid fuels 222 195 203 223 223 220 219
oil 566 487 507 537 494 450 440
natural gas 116 140 154 172 169 ~ 165 163
primary electricity etc. 28 38 48 53 58 . 72 83
2. Bunkers (petroleum products) 37 31 31 27 26 27 25
Primary energy production 348 370 415 458 462 484 492
of which:
solid fuels 196 190 180 180 185 187 185
oil 12 13 49 89 91 102 110
natural gas 112 132 140 138 129 125 116
primary electricity etc. 28 36 46 51 57 70 81
Net energy imports 62?2 527 538 559 527 445 437
of which:
solid fuels 19 26 28 34 47 42 38
oil (crude + products) 599 491 492 487 438 358 350
natural gas 4 9 17 36 41 43 47
electricity o 1 1 2 2 2 2

+ 1 +7 +11 +5 +19 -5 -1

Stock movements

(1) Forecasts

Source: Commission departments.
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Table 9 .2
Energy and oil in the Community economy, EC 10

1973 1975 1977 1979 1980 1981119821
Cost of energy imports
Average import price (cif) of
crude oil in USD per barrel 3,9 1,6 13,7 19,5 33,0 36,5 34,0

Net import bill for crude oil

and petroleum products in 16,3 41,3 47,1 68,0 97,0 91,7 85,0
USD '000 million at current

exchange rates

Net import bill for crude oil

and petroleum products as % 1,5 3,0 2,9 2,8 3,5 3,7 3,4
of GDP

Net import bill for energy in

USD '000 million at current 16,9 43,3 50,3 73,17 105,6 99,0 94,0

exchange rates

Net import bill for energy as 1,5 3,1 31 3,0 3,8 4,0 3,8
%X of GDP .

Supply dependence

Share of oil in the gross inland

consumption of energy (%) 60,7 56,7 55,6 54,5 52,3 49,6 48,6

Share of Community oil produ-

ction in the gross inland 2,1 2,6 9,7 16,6 18,4 22,7 25,0
consumption of oil and petroleum

products (%)

Dependence on imported oil @ 41,8 55,1 52,2 48,1 45,2 38,3 37,6

Dependence on imported energy®’ 64,2 59,2 57,1 55,2 54,3 47,6 47,0

Consumption

g:szi(gstand energy consum=  108,5 100,0 106,2 114,6 109,9 105,6 105,4

Energy consumption per unit of
GDP at 1975 prices and exchange 108,9 100,0 98,7 99,9 93,7 90,2 88,7

rates(3) )

0il consumption per unit of 109,2 100,0 96,8 96,1 86,6 79,0 75,8
GDP at 1975 prices and exchange

rates(3)

(1) Estimates and forecasts.
(2) Net imports as % of gross inland consumption of energy plus bunkers.

(3) 1975 = 100.
Source: Eurostat and Commission departments
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Table 9.3
Cif price per barrel of oil imported into the Community

CURRENT CURRENT
DOLLARS INDEX ECU INDEX DEFLATED ECU
PRICE PRICE PKICE INDEX
1970 2.3 100.0 2.2 100.0 2.2 100.0
1371 2.9 127.8 2.8 124.6 2.6 116.0
1972 3.1 136.6 2.8 124 .4 2.4 108.6
1973 3.9 170.5 3.1 141.5 2.6 114.9
1974 10.8 475.8 9.1 407.8 6.6 298.1
1975 11.6 511.0 9.3 421.0 6.0 271.1
1976 12.6 555.1 11.3 507.5 6.6 297.9
1977 13.7 603.5 12.0 540.6 .U 289.7
1978 13.8 607.9 10.8 u87.8 5.3 240.7
1979 19.5 859.0 14,2 6u40.7 6.kt 288.7
1980 33.0 1453.7 23.7 1068.3 9.6 431.u4
1981 36,5 1607.9 32.7 1472.8 12.0 542.6
1982 34,0 1497.8 33.4 1505.5 11.2 506.0

- D e N PP D WD R YE AP S D W e OB N S G R R W M D P R G A D D R G W L R R WD WP b TR M L WD DGR T RSP S S DA D s e

Source: Commission departments
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Table . 9.4

Gross fixed capital formation by ownership branch:

energy

Share of energy

Average annual rate of growth in energy

in total GFCF investment

1970 1980 1970-73 1973-77 1977-80 1981(1) 1982(1)
B 6,7 7,2 - 1,4 5,9 3,2 6,5 10,0

5,3 7,1 12,6 - 1,9 10,8 15,7 6,0
F 6,2 8,5 3,5 3,9 15,0 1,5 7,0
IRL 6,5 1,6 13,5 - 24,5 - 7,1 : :
1 8,1 8,3 - 2,0 - 2,1 9,6 . :
NL 7,4 7,6" 5,9 - 1,5 - 0,4 : :
UK 10,9 14,1 - 6,2 15,6 - 1,9 - 6,0 - 6,0
Ec 7 7,0 8,4 3,1 3,4 4,9 6,6 4,2

*

USA 13,5 20,9 : : : : H

Source: Eurostat
* = 1979

(1) = Forecasts by Euroinvest



149

Graph 9.1

INDEX OF ENERGY PRICES IN REAL TERMS

CALL PRODUCTS, ALL SECTORS)
130.‘1‘290 = 100 S -

120 |-

110

100 th“xmwf’"\

70 }

60 [ |

Graph 9.2
PRICE INDICES FOR THE SUPPLY OF CRUDE OIL TO THE NINE

1970 = 100

1600 |-

1400 [

1200 -
curr. 8

1000 i N "
<-curr. EC{

-

Deflated

ECU (1) -
¥‘-.' 4

’ -
&
/ p

-~y

1 4 | 1
4 (5 (6 1778 7980'.8'\‘"'82"‘

800 |~

600

400 -

200 | /200 Gaduiinind B

5

(1) peflated by implicit GDP index at market prices



200

10.1

10. External trade and competitiveness

Measured retrospectively by the Community's and the Member States'
shares in OECD trade, Europe's competitiveness, as compared with its major
partners Japan and the U.S., appears less threatened on the international
markets than within its own borders. In spite of the intense competition
between the industrialized countries, the Community has since 1973 largely
maintained its share in international exports. It has been forced, however,
to rely on a growing flow of imports, particularly of equipment products,
in order to satisfy internal demand for goods which domestic industry can
supply only at too high a cost or not at all. This is a sign of the
Community's increasing integration into an international division of labour
which takes in not only the major industrialized countries but the newly
industrializing countries (NICs) as well, with Japan participating in one
role only, being one of the world's three major exporters of capital goods,
along with Germany and the United States, and at the same time one of the
smallest importers. The fact remains that the inadequate response of
Community industry to the changing structure of internal demand, particu-
larly for high-technology goods, is a consequence of its slowness to adapt,
a process held back by the sluggishness of investment.

10.1 The Community, the United States and Japan

Recent examples of the grave difficulties encountered by sensitive
industries such as textiles or motor vehicles have made the general public
highly receptive to the idea that European products are becoming less
competitive = witness the rising rates of penetration reporded for cenrtain

goods.
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The trend observed in world trade between 1963 and 1980 appears to con-
firm this impression. The Community's share of the world export market has
indeed fallen steadily since 1963, down to 16X of total trade in 1980.(1)
But the United States' share has also fallen; only Japan regularly increased
its share between 1963 and 1973, which levelled off thereafter at about 6.5%
(Table 10.1). This redistribution of world market shares among the indus-
trialized countries up to 1973, at the expense of the State-trading and
developing countries, has been challenged by the growth of new exporting
centres, the NICs and above all the petroleum exporting countries, which
now account for 15% of world trade. Obviously all these developments were
strongly influenced by changing prices in international trade, particularly
those of energy products and raw materials, and a more thorough study of
trade between the industrialized countries in the OECD area reveéls impor-

tant qualifications to be made to the first general impression.

During the 1960s and early 1970s, the Community's export market share
in OECD external trade declined steadily from 29.3% in 1963 to 25.7% in 1973,
the United States' share fell more sharply, from 23.7% in 1963 to 11.7% in
1972, and Japan's share increased smoothly from 5.6% in 1963 to 10% in 1972
(Graph 10.1).

Under the combined impact of the breakdown of the Bretton Woods system,
the oil price increases, and the slowdown in the growth of world trade
(from an annual average of 8% to 4% by volume), these smooth trends gave way
to a much more irregular picture, which in the case of the Community was
marked mainly by a succession of short periods of expansion and contraction.
These abrupt changes reflect the intense struggle between the three major
industrialized areas, which between them account for almost 80% of the value
of QECD trade,(Z) to maintain or improve their positions on the markets of

the rest of the world.

(1) See box

(2) Excluding intra=Community trade.
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Yet none of these three economic powers can claim to have taken a
decisive lead, and none has fallen very far behind; in each case the end
result of the changes in their market shares is a positive figure, 0.8 per-
centage points for the U.S.A. and 0.95 for Japan from 1972 to 1980, and
as much as 1 percentage point for the Community from 1973 to 1980. The
United States and the Community have thus firmly consolidated their positions
in OECD trade, ending the steady decline of the previous decade. This is
further confirmed by the fact that the Community despite everything kept
its clear lead as the world's largest exporfer; in 1980 the total value
of exports out of the Community was only slightly below the combined American

and Japanese export figures.

This general improvement demonstrates the high overall export competi-
tiveness of the three areas; operating at the expense of the other OECD
countries; but a more thorough analysis reveals that these successes have
been obtained in different categories of goods, thus accentuating a certain

form of international division of Llabour,

Thus Japan, which between 1963 and 1973 had remarkable success with
exports of both intermediate and equipment products, now bases its advance
essentially on the latter. The market share of Japanese equipment goods
in total OECD exports increased by &4 percentage points between 1973 and
1980, when it reached 17.3% - close to the U.S. share of 19% but still some
way behind the Community share of 28.6%. Japan is increasing its share
not only in the motor vehicle market (21.7% in 1980) but also in almost all
industries producing investment goods: electrical goods (24%), data pro-
cessing machines (17.4%), and agricultural and industrial machinery (10.6%).
It must be borne in mind, however, that Japanese penetration is essentially
confined to non-Community markets, frequently in areas where until very
recently the Community countries were the only exporters. The increase in
exports of equipment goods to the Community represents only 0.8 percentage
points out of Japan's 4-point market share increase for this kind of pro-
duct. The 11 percentage point increase in Japan's share of motor vehicle
exports likewise includes a 4-point increase in exports to the developing
countries, above all to the OPEC countries, a 4.5-point increase in exports

to the U.S., but only a 1.3-point increase in exports to the Community.
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The U.S.A. has increased its share more especially in intermediate
products, such as steel and chemicals, and current consumption goods such
as textiles and clothing. But on the whole its gains have been made in
exports to the Community, even of equipment products (Table 10.5) - mainly
office machines and transport equipment other than motor vehicles - which

were offset by losses in exports to non-Community countries.

As for the Community, apart from good performances in particular in-
dustries such as building materials, wood, or more recently agriculturat
and food products (26% in 1980 as compared with 22.5% in 1979), it has been
barely maintaining its position in manufactured goods as a whole and making

gains only in exports of agricultural products and energy products.

These data modify somewhat the assessment of the Community's competi-
tive position outlined earlier; 1in most of the main manufacturing branches
the Community is at best maintaining its share, and suffering substantial
losses in motor vehicles (27.9% in 1973 to 24.3% in 1980) and office machines
(24.0% to 21.6%). However, this relative stability in terms both of overall
market shares and of the breakdown by major categories of product disguises
deeper shifts in the geographical distribution of exports from the Community.
Thus the Community has lost one percentage point of its OECD market share
beééuse of a fall in exports to the United States; the loss affects altl
categories of product but particularly motor vehicles, where it is roughly
equal to the corresponding Japanese gain, without any increase in the
relative size of the Community's exports to Japan. On the other hand the
Community has been able to secure a sizeable increase in exports to the
OPEC countries, where a detailed comparison with the Japanese performance
is interesting (Table 10 .2). The data available show that the Community
has taken much greater advantage of the increased absorption capacity of
the OPEC market than has Japan. Furthermore, while Japan's progress on
this market rests mainly on its exports of equipment goods, of only three
categories - metal products, electrical goods and motor vehicles - the

Community has performed well in all branches.
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These results taken as a whole give total export market shares which
are almost constant, and show that the Community's overall competitiveness
has not declined. The Community would not otherwise have been able to
assert itself on the OPEC market as it has. Nevertheless the losses on
the American market,‘for example, suggest that the Community is there en-
tountering difficulties which it is not easily able to overcome, and which
are not unrelated to the more unfavourable movement of imports. For while
the Community has been maintaining its positions in terms of exports, with
very good performances in certain market segements, the import figures are
more worrying. Where markets are very open, a country's ability to limit
penetration by foreign products is a measure both of the match of domestic
production to the structure of domestic demand, and of price competitiveness,

offsetting any comparative advantages its main competitors may have.

In much the same way as its share of the extra-Community export market,
the Community's overall share of the import market in products originating
in non-Member countries fell drastically between 1963 (33.2%) and 1972
(21.3%), reflecting the Member States' shift to intra-Community trade;
but from 1972 onward the broad stability of the Community'e export market
share has been accompanied by a regular increase in the share of outside

impofts, which indeed has been accelerating rapidly since 1977.

The Community's dependence on energy imports certainly explains the
sudden increase in 1973 and 1974, and in 1979 and 1980; but the Community
import market share for manufactured products also rose from 21.3% in 1972
to 25.1% in 1980, returning to its mid-sixties level. This development is
quite unlike the trends for the United States and Japan. In the last fifteen
years Japan's import market share for manufactured products has oscillated
between 6% and 7% of the OECD total (or just a Little over 50% of its export
market share); 1in the United States the trend shows marked cyclical vari-

ations, but remains stable in the long term at around 17% or 18% (Graph 10.1).
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It follows that in terms of export cover of imports (Graph 10.2),
the Community's external trade in manufactured products, which was tra-
ditionally in surplus, has been substantially eroded. Having risen steadily
from 1963 (1.16) to 1975 (1.57), the ratio has fallen steadily since,
down to 1.25 in 1980, far short of what is needed to cover the deficits
in agricultural products and above all energy products. Thus for all trade
in 1980, exports from the Community covered only 84% of imports, the lowest
percentage since 1964. We must bear in mind, however, that since 1973
coverage rates have fluctuated far more than in the past, so that it may
well be in order to describe this 1980 result as a cyclical minimum, which

should improve substantially in 1981 and 1982.

Over the same period the Japanese trade surplus in manufactured pro-
ducts has been growing almost constantly, and since 1975 the ratio has been
greater than 2 (2.4 in 1977, 2.1 in 1980), though this was not enough to
ensure equilibrium in the overall balance of trade either in 1974 and 1975
or in 1979 and 1980. The manufactured products surplus of the United States
is a good deal more variable; 1in 1980 the ratio regained its 1976 level

of 1.1, with the overall trade balance remaining generally in deficit.

This growth of Community import market shares applies to almost all
industries - intermediate products, mainly steel, current consumption goods,
particularly textiles and clothing (32.3% in 1980 compared with 24% in the
early 1970s) and above all equipment goods (from 14% in 1972 to nearly 21%
in 1980). The growing use of non-Community equipment products at a time
when investment rates are stagnating or falling in the Member States confirms
the Community's technology gap, which has to be filled by more sophisticated
equipment of American or Japanese origin.(1) Even more than in the case of
motor vehicles (10.9% in 1980), imports have become a necessary feature in
the electrical goods sector (17.6% in 1971, 25.8%Z in 1980), machine tools
(15.2% in 1972, 18.4% in 1980) and electronic equipment (22.4% in 1972,
29.4% in 1980). This too is a trait peculiar to the Community, as the U.S.
share of the import market in equipment goods and current consumption goods

between 1973 and 1980 stayed steady and Japan's share even fell.

(1) Between 1970 and 1980 the balance of trade in very high technology
products rose from USD 6 000 million to USD 20 D00 million for the
Community, but from USD 1 900 million to USD 38 300 million in the

case of Japan.
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These two countries are not the only ones to increase their penetration
of the Community market in equipment goods. Since the beginning of the
1970s goods originating in NICs have accounted for a rapidly growing share,
which at 3.9% in 1980 was as big as that of Japan (3.8%) (Table 10.3).

Here again Japan has practically no imports from the NICs. With only a

3% share of the total imporf market for capital goods, Japan is almost
completely closed to foreign products, except for a small volume of American
origin. The USA's and the Community's import market shares in this cate-

gory of product are both 21%, and the Community's share is rising rapidly.

Thus it is far more in the form of a lower resistance to imports than
that of a loss of export shares on world markets that the problem of Euro-
pean industry's competitiveness against the rest of the world emerges, and
it does so in terms wider than straightforward differences of price, cost
or exchange rates. This lower resistance to imports is only partially
attributable to imports from Japan, and may be the result of the Community's
entering more fully into the international division of Llabour. The volume
of equipment goods supplied by developing and newly industrializing coun-
tries to the Community market, but also to the American market, seen to-
gether with the Community's satisfactory performances in these products
on the OPEC market for example, suggests that there are different special-
jzations for the two areas, and thus that there is in this field an accen-
tuation of the division of labour. If this is the case, the Community's
overall competitiveness is not being challenged, which does not mean that
we should pay no attention to certain shortcomings in Community production
which are currently making themselves felt. This also confirms the obser-
vation that over a long period competitiveness in terms of production costs
has not declined, even if it has worsened at certain times, such as towards
the middle of the 1970s (see Chapter 4). The fact remains that the Commu-
nity's production resources appear better geared to meeting the requirements
of growing external markets than certain types of demand on the internal

market or other comparable markets such as the United States.

In this international confrontation the Member States' behaviour has
not been uniform. This is not the place to consider in detail the extra-
Community trade of each Community country, but certain characteristic

features do emerge from the figures available.
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As regards changes in export market shares in the course of the 1970s,
three groups of countries can be distinguished: the largest one (Belgium,
Denmark, Greece, Ireland, the Netherlands and the United Kingdom) comprises
countries which in terms of manufactured products as a whole hold practi-
cally the same share in 1980 as at the beginning of the 1970s; France and
Italy, which have both increased their shares; and the Federal Republic
of Germany, whose share alone has fallen by 1.2 percentage points from

jts highest level, in 1974.

The position as regards imports of manufactured products from outside
the Community is very similar: Llittle change for the same countries, this
time including Italy, while both France and Germany have seen outside

penetration increase, by one percentage point and 1.5 points respectively.

Given the weight of Germany in extra-Community trade, that country's
loss of export momentum and increased reliance on imported products to-
gether go a long way towards explaining the Community's poor performances.
The overall effect is limited by Italy's gains in exports of current con-
sumption goods and by France's gains in certain categories of equipment
products, but the trade surpluses in investment goods, on which equilibrium
in trade in manufactured goods has been based, have been falling since 1975
in all Member States except Denmark. This is especially true of Germany,
which is by far the largest exporter but also the largest importer of these
goods: its export/import ratio has fallen from 5.1 in 1974 to 2.7 in 1980.
If we add an increase in the traditional deficit for current consumption
goods, its balance of extra-Community trade for all products even became

slightly negative in 1980 for the first time since 1963.

This is most striking in the case of Germany, but for most other
Community countries too it represents a growing mismatch between Europe's
jndustrial production and the requirements of Community demand, which
might become structural if it were to continue. Thus it is not so much
the rise of what is felt to be unfair competition from certain countries
with abundant cheap Labour that has caused most of the Community's diffi-
culties in maintaining equilibrium in the balance of trade. Neither does

the main problem lie in European industry's capacity to take advantage of
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international demand, which is often more dynamic than on the internal
market. The difficulty is first and foremost in the weakness of the
equipment products sector, on which the Community has based its strength
in international trade. 1In the last five years exports of equipment goods
out of the Community have increased by 13.6% a year on average, while im-

ports were rising by 23.5%.

The coverage rate in equipment goods remains high, certainly, but
at the time of the first oil crisis in 1974 the surplus realized here
represented 84% of the net energy bill; by 1980 and the second/oil crisis,
this percentage had fallen to 65.5%. y

10.2 Trade within the Community

After showing a fairly moderate rate of increase in the first half
of the 1960s, trade between Member States grew very rapidly between 1968

and 1973, increasing by 23% a year at current prices.

This spillover effect of the Community market had its greatest impact
on the original Community of Six, up to the first oil crisis. From 1963
to 1973 trade within the Community rose from 23.7% to 28.1% of QECD trade,
import market shares breaking down fairly equally between intermediate

goods, equipment goods and current consumption goods (Table 10.5).

From 1973 onward the 'common market effect'" lost much of its force.
In spite of the entry of the United Kingdom, much of whose trade shifted
towards the Community, the rate of growth of intra-Community trade fell
to 15.7% a year between 1973 and 1978, and was exceeded by the growth in
extra-Community exports (17.3%), with many dynamic external markets such

as the OPEC countries absorbing a growing share of European output.

Since 1978 intra-Community trade seems to be picking up, but there
has been hardly any difference between the growth of exports to the rest
of the Community and the growth of exports outside it, and, as we have
seen, manufactured products originating outside the Community account for
a growing share of Member States' imports. Indeed imports from outside
have grown by 23% a year between 1978 and 1980, as opposed to 19% in the

case of those originating within the Community (Table 10.7).



009

10.10

There has been a remarkable degree of parallelism in the development
of the Member States' external trade, and the structure of their market
shares is more or less the same now as it was in 1973. After a slight
fall, mainly in the case of exports in 1975 and 1976, their market shares
in 1980 were within a few tenths of a point of those of 1973, in all cate-
gories of product. Only the United Kingdom increased its export share
(from 2.6% in 1973 to 3.5% in 1980), and it increased its import share
even further (from 3.3% in 1973 to 4.5% in 1980); Italy increased its
share of imported products from 4% to 4.5% although this was not matched

by any increase in its exports to the Community.

This high level of stability in market shares in trade between Member
States is clearly one of the major characteristics in the pattern of their
economic relations. A dense network of trade has now been established
for several years in which no one Member State is able to increase its
penetration of its partners' markets beyond certain limits, definitive

since the early 1970s.
This assessment is confirmed by an analysis of the trends in the ex-
port cover of imports, which with few exceptions remained constantly in

surplus or in deficit throughout the period.

Intra-Community export cover of imports

(manufactured products)

Ratio constantly > 1 Ratio constantly £ 1
Federal ®epublic of Germany France )
(except in current consumption (except agricultural and food products,
goods) and certain industries such as motor
vehicles)

Belgium (except 1977 and 1978)

(except equipment goods) Italy (except 1978)

(except current consumption goods)

United Kingdom (except 1969-71)

(except intermediate goods)

Netherlands

(except agricultural and food products,
and intermediate goods since 1976)
Denmark (except 1980)

(except agricultural and food products)

Ireland

(except agricultural and food products)
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This consistent profile, which also implies a high degree of stability
in the competitive positions of Member States' industries, prompts the
question whether the goods traded within the Community exhibit certain
features which distinguish them from the goods traded with the rest of

the world.

Recent research does tend to confirm this impression.(1) An analysis
of Member States' export and import specialization choices has shown that
the main categories of products traded between Member States are not the
main ones sold in non-member countries. Classifying these products accor-
ding to skill intensity of production and technological content, the study
shows that trade within the Community has continued to consist more es-
pecially of products with a Llow skilled labour content, or has come to
do so even more. As a general rule, however, the products of which rela-
tively larger volumes have been exported out of the Community or imported
from outside it have been those with a high skill and technological con-

tent.

The expansion of trade between the Member States has thus encouraged
specialization in categories of products which are more exposed to inter-
national competition from countries with abundant labour and low Llabour
costs, at the expense of more sophisticated products. Geographical proxi-
mity does have the effect of encouraging trade in products with a low
value added content, but given the weight of intra-Community trade this

tendency ought to be stabilized, if not reversed. =

This is not encouraged by the measures providing partial protection
of markets which have been taken in certain industries such as textiles or
steel, and are being sought by certain manufacturers against Japanese
products. They Llimit the inducement to adapt structures towards the in-
dustries of the future. This may be one of the major causes of the increa-
sing scale of outside penetration of Community markets by higher-performance

equipment goods.

(1) "Spécialisation internationale et orientation géographique du Commerce
extérieur : une analyse des phénoménes de spécialisation bilatérale
de la Communauté Européenne & 9, de la France, de L'Allemagne, du R.U.,
des U.S.A. et du Japon de 1963 & 1979.' - Philippe ROLLET, Attaché de
recherche au C.N.R.S., 30 October 1981, Centre Interuniversitaire de
Recherches en Sciences Humaines, Lille.
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Definitions of market shares

The export market share (or import market share) of country i in category
of goods j is equal to the quotient of the value of exports (or imports)
in that category of goods j by country i and the value of all exports

(or imports) in the same category of goods j by all countries in the
reference area, here all OECD countries; or:

px) = xJ or P =M
i j i i
Xj Mj

QECD 0ECD i: exporting country

j: category of goods
: exports, fob, USD at current rates

M: imports, cif, USD at current rates

Treatment of intra-Community trade

Total world trade (Table 10.1) and total OECD trade (Tables10 .2 ff.)
include the total external trade of each Member State, and thus include
intra-Community trade. Trade between the Community as a whole and the
rest of the world, however, excludes intra-Community trade. Thus in
Section 1Q1 the Community exports and imports discussed are those in
extra-Community trade only.

There is thus a choice of approach to be made in calculating the shares
of the Community or of any other country in total world or OECD trade.
One might assume that in this kind of comparison intra-Community trade

is not relevant and on that ground should be excluded from the world or
OECD total. 1In that case there would be changes in the percentages given
in Table 10.1, reflecting developments in the value of trade between
Community countries: '

Shares of the E.C., the U.S.A. and Japan in world trade
excluding intra=Community trade

Exports Imports
1963 1973 1980 1963 1973 1980
E.C. 21.3 21.0 19.0 25.0 23.4 24.2
U.S.A. 7.5 15.4 13.5 12.6 15.2 15.2
Japan 4.2 8.0 8.0 5.0 8.6 8.9

This approach has not been adopted here, however; intra-Community trade
is retained in the world and OECD totals and the total market shares of
each Member State and of the Community are then subdivided into their two
component parts, intra- and extra-Community (Tables 10.4 to 1Q6).

In Table 10.5 the entries for the United States and Japan show the share
of their trade with the Community, and in Table 10.6 they show the share
of their trade with the rest of the world. )

Thus each percentage in Table 10.4 is equal to the sum of the correspon-
ding percentages in Tables 10.5 and 10.6.
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Table 10.1

Geographical structure of world trade M %

Exports ' Imports
1963 1973 1980 1963 1973 1980

1. Industrialized countries 67.3 70.8 63.5 66.9 71.0 67.3

of which:

- E.C. 33.8 36.6 33.3 34.7 35.7 34.6
of which: -
extra=g.C. S 187 17.5 16.0 207 17.4 18.3

- U.S.A. 3.4 11.9  10.6 11.0  12.17  12.1

- Japan » 3.4 6.4 6.6 3.7 6.0 6.2

2. Developing countries
. ; 20.6 19.2 27.5 20.5 17.6 23.2
of which: :

petroleum-exporting \ !

countries 5.9 7.3 15.0 2.9 3.5 6.5

3. State-trading countries 12.1 10.0 9.0 11.5 9.8 8.5
Total ’ 100.0 100.0 100.0  100.0 100.0 100.0

N

(1) Including intra-Community trade

Source: International Trade 1980/81, GATT, Geneva 1981
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Table 10.2
Export market shares of EC and Japan in OPEC area Y4
Products EC JAPAN
Market shares Gain Market shares Gain
1973 1980 1973-80 1973 1980 1973-80
ALl products 2.0 4.3 2.3 0.7 1.6 0.9
Manufactured products 2.2 4.5 2.3 0.7 1.9 1.2
- Intermediate products 2.1 3.6 1.5 1.0 1.8 0.8
- Equipment products 2.6 5.4 2.8 0.7 2.4 1.7
. Metal products 3.5 10.1 6.6 0.9 2.8 1.9
. Industrial machinery 3.5 6.4 2.9 0.7 1.8 1.1
. Office machines 1.2 2.2 1.0 0.4 0.9 0.5
. Electrical goods 2.5 5.4 2.9 1.0 3.3 2.3
. Motor vehicles 2.5 5.0 2.5 0.7 3.3 2.6
. Other transport 1.8 3.3 1.5 0.6 1.4 0.8
equipment
- Food products 2.0 6.2 3.8 0.1 0.4 0.3
- Current consumption 1.3 3.0 2.7 0.7 1.3 0.6

products

Source:

Commission departments, based on OECD external trade figures
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Table 10.3
Geographical distribution of import market shares in
equipment products %
Imports
Country or EC USA JAPAN
area of Zri in (external trade)
g ™ () N ) (N )
EC - - 5.3 = 0.5 0.8 -0.1
USA 6.6 0.8 - - 1.6 - 0.1
Japan 3.7 1.7 7.3 2.1 - -
Rest OECD 6.3 0.7 4.9 -~ 2.2 0.2 -10.1
State-trading countries 0.5 0.0 0.0 0.0 0.0 0.0
DCs and NICs 3.8 2.4 3.5 - 1.5 0. 0.2
Total 20.9 5.7 21.0 0.8 3.1 0.0

(1) Market share in 1980

(2) Change in market shares between 1973 and 1980

Source:

Commission departments, based on OECD external trade figures
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Table 10.7

Exports: total manufactured products
(average annual growth rate at current prices and eXChange rates)
%

Intra—-Community Extra=-Community

68-63 73-68 78-73 80-78 68-63 73-68 78-73 80-78

8 12,3 23,4 13,4 17,1 9,9 19,2 14,7 16,9
DK 3,7 19,1 14,1 20,6 10,1 17,9 13,2 15,1
b 1,6 24,0 14,6 18,2 11,4 20,9 16,5 12,6
F 10,9 26,3 15,6 18,6 8,2 *19,2 19,3 20,2
IRL 7,9 21,5 22,3 20,0 12,9 25,9 21,6 33,4
1 18,2 20,4 19,5 17,7 14,6 14,9 21,3 17,5
NL 13,1 23,9 14,2 18,5 10,2 18,7 17,4 15,4
UK 6,1 20,5 20,7 24,7 5,6 13,4 16,3 20,7
EC-9 1,4 23,3 15,8 18,9 9,4 17,9 17,3 16,7

Imports: total manufactured products
(average annual growth rate at current prices and exchange rates)
%

Intra-Community Extra=Community

68-63 73-68 78-73 80-78 68-63 73-68 78-73 80-78

B 10,9 24,1 16,0 14,0 10,2 15,4 15,3 25,5
DK 7,8 18,5 14,1 8,7 11,0 20,6 11,0 9,9
b 13,8 24,4 15,5 16,7 8,5 20,3 18,1 23,1
F 15,7 23,1 14,6 20,3 6,2 21,0 16,3 26,9
IRL 7,0 20,3 19,6 21,4 8,7 18,7 23,1 21,4
1 6,5 26,4 12,5 30,8 3,0 20,0 1,2 33,2
NL 10,8 20,3 16,1 13,4 9,8 17,9 18,8 15,9
UK 10,0 21,5 20,2 21,8 7,3 13,8 12,7 21,8
EC-9 11,4 23,1 15,7 18,8 7,4 17,8 15,2 23,5

Source: Commission departments, based on OECD external trade figures



3

10.20

Graph 10.1 : MARKET SHARES IN OECD TRADE AND RATE OF COVER
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Source : Commission services on the basis of OECD trade date
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