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Common Economic Policy Challences : A Eurcnean View D

l )

Rather than focus on the short-term outlook
for the European economv, which is not too
bricht but not that bad either, I would like
to share with vou some of mv views on the
challences that economic rolicy makers are
faced with on both sides of the Atlantic at
the becinning of the 80s. The decade behind
us has not exactlv been an easv one, The
ontimism that nrevailed in the 60s 1s long cone,
and manv peonle belleve that the colnc mav
become even roucher in the &Q0s. Certainly
there 1s no reason for complacency.

2. The challences are well known, Let me mention

the following six:

(a) we have to tackle the twin problem of in-.
flation and unemnlovment;

(b) we must break the link between economic
orowth and enercy consumption , in parti-
cular we must reduce our denendence on 01l;

1) Remarks nrepared for a US/EC Conference at Wve Planta-
tion, Md., Julv 10-12, 198&0,
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(c)

(d)

(e)

(f)

we must make some nrocaress towards solving
the most urcent problems of the Third World,
1.e. food, enercv, and ponulation crowth;

We have to strengthen further the onen world
tradine system and firmly resist pressures
for protectionist actions;

we must encourace investment and innovation,
SO as to increase nroductivity and to adapt

our economies to the chances takinc place

In the world economy;

we must continue to act as custodians of the
international monetary system, including

the International banking system,

Mone of these challences is exactly new, We
inherited them from the 70s. Moreover, there

1s no guarantee that economic policy makers
will not be faced with different challences

In the decade ahead. Indeed, there is a creat
likelihood that this will be the case.

In a similar meeting ten vears aco, few econo-
mists would have predicted the break-

down of the Bretton Woods system within less
than 36 months. Likewlse, nobody would have



predicted that the price of a barrel of
oil would co up from 2 dollars to over 30
dollars during the 70s.

But the challenges I have listed are those
that conventional wisdom can percelive of
today. As we know, thev are all interrelated.
We also know that there are no auick and
painless solutions to these problems. And
finally we know that we Will not be able to
solve these problems unless we act in a splrit
of international cooperation and coordination,

I will not even try to deal in a systematic
fashion with all the challences which I men-
tioned earlier. I will, instead, deal at

some length with those three 1ssues that
dominated the discussions of our leaders in
Venice -- inflation, energy and our relation-
ship with the South -- and comment on the
others in passing or in the discussion which
Is to follow,



It is temptino to put the blame for all of

our current economic 1Ils on OPEC, in
particular for inflation. Certainly, the
auadrupline of oll prices after the Yom
Kippur war and the 125 % increase in the wake
of the Iranian revolution have had a major in-
flationary impact. The averace Q0ECD inflation
rate in 1974/75 was about twice as hich as

i1t was in 1973, And in 1980 the stace seems

to be set for a repeat performance,

But unfortunately the matter is more com-
plicated; inflation rates had alreadv tended
to be sianificantly hicher at the becinnine of
the 70s -- before the collapse of the Bretton
Woods system and before the first oil price
exnlosion, There is a sionificant homemade
element In current rates of inflation as well,
most notably so in the U.S., in the U.K. and
in Italy. I venture that these are also the
countries in which inflationary expectations
are most pronounced today, but no country,
including my own,vis‘immune against a
certain degree of inflation mentalitv. In my
view, breakinc these inflationary expectations



is the first order of business if we want to
maintain the open world tradinc and monetary
system on which so much of our prosperity 1s
based,

It has been said that inflation is simply the
reflection of what has been called the increasing
uncovernability of our domestic political eco-
nomiés. While there are also other factors at
work it is obvious that there is a strong incli-
nation in our democratic societies to resort to
the printing press in order to buy soclal peace and
to satisfy expectations that are not matched

Dy productivity increases. Such policies may

buy time aﬁd help win elections, but in the

long run they are bound to do more harm than cood,

This institutional bias is acgravated by a
professional bias. In the cood old 6Qs pro-
fessional economists became increasinaly confi-

dent of their ability to finetune the economy.
Accordingly, it became more and more popular to
react to every twist and turn in short-run develop-
ments rather than to base policy chanages on loncer-
lasting features and necessities. This mav have been
beneficial in a period when world GNP and trade

arew rapidly and when the prices of many commodities,



includino oil, were actually declinina,

These conditions no lonaer exist. Our economies
are maturing, The 70s have seen dramatic chanaes
In relatlive prices, most notably in the price of
oil, and the arrival on the international scene

of newly industrializino countries. Qur economies
are still in the process of adjusting to these

and other chances in the world economy. This will be
a time-consuminc process which protectionism can
only delay but not prevent. There will therefore
be a premium on policies that foster the necessary
adjustments. By their verv nature these will be
structural policies rather than countercyclical
policies.,

. To sum up this part of my statement: the
differences in domestic inflation rates and,

more generally, in overall performance, which

we observe today have a lot to do with the fim-
ness with which aovernments and parliaments have
resisted the temptation to please potential voters
by printinc money that is not matched by real
resources and the temptation to react to short-
run economic events rather than to long-term
trends.



It 1s the cumulative effect of the unresolved
inflation problem in important economies and
the inflationary pressures resulting from
successive oil price Increases that accounts
for the persistence and strencth of world
inflation,
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Historical experience does a long way to

explain the differences in policy responses,
American economic policy makers are haunted by
the trauma of the CGreat Depression. German
policv makers are haunted by the trauma of the
open inflation which culminated in 1923 and of
the repressed inflation which led to the curren-
cy reform of 1948,

American economists have tended to take a hiachly
elastic and competitive supply of coods for
dgranted and to search for wavs how to create the
matching demand, while German economists have
tended to focus on the virtues of stability and
the need to create conditions conducive to hicher
productivity and to an expansion of supply rather
than demand,

As one American observer, who has spent many
vears 1in Bonn, puts it very aptly: “The pattern
of German thinking Introduces into German policy
what Americans regard as a blas toward deflatio-
nary policies; American experience and American
thinking introduces what the Germans regard as a
bias toward inflation.”

Past experience may also be at the root of
different policy reactions to the eneray crisis.

Americans and Canadians have crown up with the



presumption that the supnly of eneroy is vir-
tually unlimited and that enercy is close to
beino a “free good”, Euroneans, on the other
hand, were brought up with the firm belief
that enercv is a scarce and expensive re-
source,

The Europeans would have stuck to that belief
had 1t not been for the decline in the real
price of oil which took place in the 50s and
60s. When o1l became increasingly cheaper than
coal, they, too, switched to oil. Meverthe-
less, eneray consumption per unit of GNP in
France, Germany and Japan 1s still only half
of what it is in the U.S. EC oil imports

have decreased between 1973 and 1980 while
those of the U,S. have cone up (GNP crowth

has been about the same durine that perioed).
Pricing policlies have, of course, been diffe-
rent. Americans and Canadians have kept the
domestic price of o1l below representative world
market prices, Europeans have not.
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'In.retrospect, Europeans wonder whether we

micht not have been collectively better off

1f the real price of oil had been allowed to
rise gradually rather than in a stepwise
fashion -- both before and after 1973, If

that had been the case the sianals to con-
sumers and investors would have been clearer
and louder and their reactions to the impending
changes in relative prices would have taken
place earlier,

While this 1s water under the bridce, I be-

lieve there is a lesson to be drawn for the

future, particularly after the disappearance
of Iran as a major world oil supplier

We must realize that higher o1l prices are

here to stay, and that the real price of oil

is likely to go even higher during the €0s.

It is not in our own interest to lament

about this and to emphasize onlv the necative
repercussions on our economies. We must make

a virtue of the need for structural chance that
coes along with higher oil nrices. The history
of mankind is a history of structural chance., Mow
as then it will offer many new opportunities
for innovation and investment,
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Structural change is never painless. There
will be losers but then there will also be
many winners, First of all our domestic ener-
ay producers., Rut also all companies that
supply eauipment for oll conservation and oil
substitution, And finally there are those
producers who manace to ¢ain a share of
OPEC's increasing purchasing power,

In short, we must seize upon these opportuni-
ties -- and not look back in ancer,
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The oll price explosion has had a devasta-
ting Impact on the payments balances of npon-
oil LDCs., In 1980, their oil bill will amount
to over 50 billion dollars, 1.e. twice as much
as the official develooment assistance pro-
vided by CECD countries (25 billion dollars),

On average non-otl LDCs will have to set

aslde 25 7 of their export earnings to pay

for their oil imports, some however substantial-
ly more (ea, Indla: 33 7%; Brazil 40 7. Turkey

60 %). Clearly, this is an untenable situation.

Eighty percent of commercial enercy consumpntion
In LDCs Is accounted for by oil and gas, Per
unit of output LDC energy consumption is

roughly the same as in developed countries,

On the other hand, per capita enerov consumption
is only a fraction, in many only a tiny one, of
that In our countries. Nevertheless, these
countries, too, will have to reduce their
dependence on imported oil if they want to ful-
fill their arowth aspfrations. In this,
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process full cost pricing of eneray will have
an Important role to play; no country, not

even the poorest, can afford the luxury of
underpricing scarce resources., This may

sound harsh but it is inevitable if the “right”
demand and supply reactions are to come forth.

Energy has a direct bearing on the food problem.
The growth of aaricultural production in LDCs
has been largely due to hicher inputs of water,
fertilizer and pesticides., It takes eneray to
provide these inputs; 1t takes energy to run
the tractors and trucks which are needed

to feed an ever arowing urban population, In
short, the availability of energv is a matter
of survival for many LDCs,

What can be done about this?

There i1s uncertainty about the LDC potential
for eneray savings but whatever potential exists
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should be exploited., In overall terms and in
the longer run the development of new con-
ventional and alternative eneroy sources will
have a greater impact, however, Capital, tech-
nology and technical assistance will be needed
to helpinon-oil LDCs save and produce more
eneray.

This will take time. Meanwhile non-oil LDCs are
running hucer payments deflicits than ever
before, driving them into ever increasing indeb-
tedness. Officlial development assistance from
OECD countries which used to be a multiple

of the LDC oil import bill cannot close this cap.
OPEC aid (4.6 billion dollars in 1979) is heavi-
ly concent}ated on a number of Islamic countries,
COMECON provides less than 1 billion dollars a
year,(The Federal Republic alone has civen

eight times as much aid in 1978 as the Soviet -
Unton.) So far the private international banking
system has been able to fill most of the gap.

But more and more bankers seem to have doubts

about the wisdom of expanding their internatio-

nal business at past rates; perceived or actual
country risks have increased and equity/loan ratios
have tended to deteriorate - always compared

to the situation before the first oll price explo-
sion,
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Most experts expect that non-oil LDCs will be
able to muddle throuch in 1980 and probably
also in 1981. But the problem is bound to
become more acute as time coes by,

The international financial Institutions,

In particular the IMF and the World Bank, .

should assume a larger role, both in miticating
the balance-of-payment impact of the second oil
price explosion and in financing eneray investment
In non-oil LDCs., They will only be able to do so,
however, If we make available to them, without
further delay, the funds we have already pledced;
the U.S. Congress has a great responsibility in
this respect,

But OPEC and COMECON will also have to step up
their efforts. As the Venice Summit concluded:
“The democratic industrialized countries .
cannot alone carry the responsibility
of ald and other different contributions
to developing countries: 1t must
be equitably shared by the oll exporting
countries and the industrialized Communist
countries.”

The oil exporting countries which have caused
the deterioration of the development prospects
in the Third World should participate more than
In the past in the direct recycling to
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non-oil-LDCs, preferably by settinag up a de
facto two-tlier price system,

The magnitude of these problems 1s not matched

by the qualitiy of the Morth-South discussions,
Therefore, the Brandt Commission has proposed

a summit meeting of leaders from both industria-
lized and developing nations to break the dead-
lock in North-South relations. My country supports
this 1dea. The purpose of such a meeting would

not be to take decisions but to reach a better
mutual understanding of the alobal problems and

to provide some guidance for the negotiators in
other fora, It is important, however, that such

a summit is an informal one and that the number of
participants 1s restricted.
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Let me end on a note of confidence,

Time and acain our democratic societies

have demonstrated their ability to feed,
clothe and shelter our people better than

any other economic system, Indeed they have
come a long way to provide the material basis
for what the Declaration of Independence
calls the pursuit of happiness., I am fully
convinced that we will continue to supersede,
There is no doubt in my mind that we, collec-
tively, will be ablle to meet the challences
of the 80s, provided that we bear the lessons
of the 70s in mind and approach the 80s in a
spirit of cooperation.





