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" 1. Foreword

The Comm1ssron s proposed "Annuat Econom;c Report" for 1981-82

s submitted to the Commun1ty 1nst1tutzons “in accordance w1th the . Counc1L g
tf”1974 Decision (1) “for atta1nment of a hugh degree .of convergence of -ecano=
l'm1c policies: of Member States. The Counc1l is required. in the fourth
quarter of: each’ year =.on proposal of the Comm1ss1on and after consuLt1ng

- Parliament and the Econom1c and Soc1al Comm1ttee - t04adopt an annual

report on the economic s1tuat1on in the Communwty and to set economic

pol1cy gu1del1nes to be folLowed by each Member State.

As in prev1ous years the COmm1ss1on has also prepared, as a sepa-

rate background document. to ‘the, "Annual Econom1c Report", an “Annual .

Economic Review" which conta1ns a more detailed factual analys1s of eco-

nomic trends and the outlook for the year ahead . This second document is ~;x”ib p&7

e RN

information.

(1) Article 4 of Decision 74/120/EEC of 18 February 1974, amended by
Dec1szon 75/787/EEC of 18" December 1975.
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2. Retrospect and‘grosgects

¢i) 1981 : digesting,the/second oil shock with an unstable dollar

"It now seems L1keLy that the voLume of output w1LL have been at best
of the same order of magn1tude in 1981 as in 1980, compared to the increase
of 0,6 % forecast by the Commission a year ago in the last Annual Report (see

Table 1), The recession Lasted two quarters Longer than‘expected.

The most consp1cuous contr1but1ng factor 'to these d1fferences between

- forecast and out- turn has been the strong appreciation of the US dolliar and

the related rise in wortd-wjde ‘interest rates. The hypothesis behind Llast
year's forecasts {nctuded'some,appreciatﬁon of the US dollar against the
ECU, but the 34 % increase’that has occurred in the twelve months to
September 1981 was very much greater than expected. Interest rate declines

had been expected for 1981.

‘As a resuLt the Commun1ty s 1mport pr1ces are L1keLy to rise ‘even

faster in 1981 than in 1980 (16 1/2 A against 14 1/2 %), and its terms of

trade Loss will be greater too b % aga1nst 3 %Y. In these respects, the doLLar
revaLuat1on in 1981 was on the same scale as the second oil shock in 1980

(aLthough in other respects they are quite different, for example 1n~demand

-and competitivity effects).,

The o1l pr1ce in. 1981 stab1t1sed around % 35 on average, which is
-broadly what had been supposed in the forecasts of a year ago. - The exchange
rate movements have not entirely prevented the Community from benefitting
from the stabilisation of the oil price : a weaker dollar would probably
also have weakened pressures to stab1L1se the hominal oil price.

Following from the fast rising import prices, consumer prices are

now forecast to grow considerabLy<faster in ﬁ981 than originally expected

(11,3 %, compared to 9,7 /) in spite of the fact that wage 1ncomes have

accelerated onLy a L1ttLe. " Thus there was no overall progress in reducing
inflation in 1981. The squeeze on househoLd incomes resulted in a low level
of pr1vate savings, as. weLL as a sL1ght fall in the real’ LeveL of private
consumption compared to the 2 % ‘gain that had been expected. Investment and
stockbu1Ld1ng performance aLso were weaker than expected, 1nfLuenced no

doubt by the very high 1nterest rates.
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However, ‘the .massive 1mprovement in the Commun1ty s international

price competitivity saw some compensating :w1tch in demand w1th exports to

non—-£C markets now L1keLy to increase 4 1/2 % for 1981 as a whoLe, compared

to the 2 1/2 % expected a year ago. In spite of the worse terms of trade,

‘the current account deficit for 1981 will remain at a similar level as in

1980. ,

The Llower rate of ectiVity,‘and accelerating labour supply, has
also raised the level of unemployment, but the 7,8 %4 rate now estimated
for 1981 as a who(e~exceeds the earlier forecast of 6,8 % by a wider margin
than might have been expeq;ed,fbom historical output;emoLOYment relation-

Y

ships.

As regards policy performance, it now seems Likely that money

supply will have‘grown411 % on aoehage in'the-COmmuﬁity*as a whole,
”compared to the 9 % rate forecast for 1981 in the last Annual Report. While

Germany has kept within its target'range, other countries are tending to

-exceed the rates of growth projected in the Last Annoal Report.

For budgetary policy, the postponed recovery has meant automatic

tendencies for deficits to rise, with weaker tax increases and h1gher

expend1tures - typically for unempLoyment compensat1on and 1nterest rates.

While it is- est1mated that these influences could have added about 1 1/2 %

- of GDP to the size of budget def1c1ts, governments took steps to L1m1t this
'r1se through restrictive act1on amounting to about 1 % of GDP, the average
- deficit thus reach1ng 4,4 % of GDP, compared to the 3, 9 A expected in the

last Annual Report.

The European Monetary System has cont1nued to function sat1sfac-

_tor1Ly in 1980-81 in as much as exchange rate variability has rema1ned

substantially lower than in the last decade (see Tabte‘Z). The two-

. reaLignments in central rates agreed on 22 March and 4 October 1931 (see

Table 3) confirmed the ability of the system to make orderly adjustments in
accordance with fundamental economic criteria, while preventing erratic

or irratjonal exchange rate movements.
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increases are difficult to reconcile with the objectives of exchange rate

7‘.-

" However, the convergence of econcmic fundamentals has been much

'woakarf\and(in fact serioosty inadéquate. The divergence in inflation

rates (as measured by the standard deviation of consumer price rises) has
r1sen 1n 1980 and 1981 to an ‘even h1gker Level than experienced in 1975 76
aftar the first owL shock. Budqetary policies have become increasingly divergent

(as also indicated in Table 2 by the standard deviation of Government deficits

as a sharé‘of GDP) in 1980 and 1981, compared to the average for the past

decade, and even more so COmpared to the nineteen~sixties. While structural

differences in budgets between countrwes are to oe expected, na;or d?ffer—

-ences 1in the»response of‘budgetary policy to a shock such as the oil price

stability in the EMS. Dwfferences 1n the degree cf absorpt1on of the first

oil shock 1n reat wage Levets have still persisted. .

(i) 1982 : Prospecfs for,recov¢ry

There are three major points to bear in mind about the outlook for
the year ahead : the nature of the cyclical recovery that js Llikely to '
develop between now and mid-1982, the nature of the major risks that hang

over this view of the short-term future, and the nature of the med1um~term

~path of deévelopment which the Commun1ty economy may be on by the end of

1982

t

A certain cyclical recovery seems now to be beginning. The Commun-

dty'!'s surveys of business opinion suggest this, although the speed of the

wpturn stitl seems Likély to be moderate} Taking 1982 as’é whole over 198ﬁ'

- GDP should rise about 2 X i, with a somewhat faster rate bu1Ld1ng up in the course

of the year (2 1/2 % - 3 /). Exports are expected to be the most dynamic

qemand component (+ 6 %, w1th domestic demand grow.ng only 1. 1/2 %. Consumer
pr1ce rises should decelerate to about 10 1/2 % for the year as a whoLe, and the
batance«of payments current defitit’narrow,to 0,9 % of GDP. Money supply

expansion may decelerate someuhat, while pUbLic deficits are expected on

"the basis of budget plans known to date to narrow on aVerage slightly to

4,1,% of GDP.. UnempLoyment js expected to stabilise in the second half
of 1982 at a level of about 8 1/2 %. ' I

of the many'a33umptions that have to be made in any forecast, three
external factors are of evident:importancejand'unpredictabitﬁty: the price
of oiL,,and\thé intéresf rate ‘and exchaﬁge rate of fhe‘doLLar. For the price
of oiL, it seems tenable to éssume that in the course ofn1982 its‘doLLar fate

will not rise more than thét of the oil-exporters' import prices. For interest




TabLe 3

’ fExchange rate reaL1gnments in the European Monetary System in 1981

bRevaLuat1on‘(+) or devat¥ _Changes 1n\effect1ve
- uation (=) of bilateral - exchange rates implied
centraL rates . »1ncentratratechanges(2)

22 March 1981 4 October 198122 March 1981 40ctober 1981

oM o s e 45,9

HFL : i ‘;0>['>" 45,5 +0,6 J+3r7jf

R}

KR -~ .0 e T e ¥0,9 - =2,5

, FB/LUX . 0 0. 40,6 -1,8
L o0 .0 - 40,6 =14
FF - S ‘0’ R : . .‘,f+1lé L ‘ \-4,5 -
LITs - . =6 =3 o =6,0 4,6
W ey e = =
<1)The UK pound is 1ncLuded in the ECU, but not in the exchange rate

mechanism of the EMS. For technical reasons, the pound is-attri-
buted & notional central rate in the system, and at each of the -
two realignments this rate was brought into Line with the market
rate of the pound against a reference currency preva1L1ng on the:
day before the reahgnments (onZZMarch ,HFL, ‘and -on 4 October, ‘
DKR). . :

Agaznst currencies part1c1pat1ng in the exchange rate mechan1sm of
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rates and exchange rates the outLook may be more uncertain. The dollar

retes in both cages seei coni1darabLy higher than should be expected on a
medium-term basis, but it is 1mposs1bte to know when'and how fast adjust-

ments may fake place. The technical aesumpfions underLying the Cemmission?s;

forecasts include only . a very partial regaining of ground of the ECU against
the dollar in 1982, with some easing of US interest rates setting in from

the beginning of the year. The sharp weakening of the dollar in Late September

is . a reminder of-how~quickly fhe’ﬁnternationat monetary scenario can change.

_ Indeed, it is possible that both the o1L pr1ce and the dollar could prove

weaker than now expected for 1982, 1n wh1ch case the Community's balance

of payments deficit could reduce faster, and the recovery of domest1c

demand proqelstronger.

éeyondrthe cyctical‘recovery ehase over the next twelve months,
assuming that: further damag1ng shocks can be avoided, Llies therquestion
whether the Community economy will ‘have moved on onto a growth traJectory
that would be both sustainable and suff1c1entLy strong to absorb unemploy=
ment. The answer is bm no means clear. The Last cyclical recovery (1978~
79) broke down after two years of 3 1/2 % growth and had managed just to '
stabilise the unemployment Level over that per1od ‘While the immediate
cause of the breakdown- was the second o1L shock, 1t was also true that
physical ‘capacity utilisation was h1gh in many 1ndustr1es, due to serious

under-1nvestment The evidence gives a rather clear warn1ng that the

"cyclical recovery phase witl’ have to be accompanied by fundamental changes

in the structuraL performance of the European economy and requ1res consider=-

“able action on theﬂpart of the social partners if it is to:-lead to a reduc-

‘tion in unemploymeént.




i"ahead may be def1ned under three headings:

“(1) *:f immediate 1seues of polmcy thet relate to the 1nternat10naL ,
fmonetary ‘environment’ and foLLow from the Ens real1gnment of 4 October

'concerns decisions f1x1ng budgets and, in several cases,.. domest1c mone—

'(11) how. the framework of institutions and ground ruLes for economic ;'j . L

?the ‘economies of - Member States to d1verge in the1r f1nanc1aL poL1c1es and .

; cost performance,

f(113) how the cOmmunity shouLd tackLe over a- per1od of years 1ts,fpnda—ff
mental needs for h1gher Levets of 1nvestment and compet1t1ve emptoymeht> R k-

creatjon.

'fs,(i) Immed1ate 1ssues of - pot1cy manegement *QLLOuvqgrthe OeteberfEMS_‘\«\ ‘.jﬁi‘-‘\;@""L

~?50und management of the system. Wh1Le the dwvergences that caused 1t
) conform1ty u1zh the rutes of the system; part1cmpat1ng countr1es remain

T owell shwetded as between themsetves from erratic or overshoot1ng exchange
~rate m0vements., for the per1od 1mmed1ately'abead, econom1c poL1cy needs

"~ (a) the Commun1ty needs to f1x on a strategy capabLe of" nav1gat1ng

‘env1ronment,

(b) domestic poL1c1es for 1982 need to be éet to maka a success of the . 1 

"‘3. Aﬁ ontine of’eeonbmib»poLicy*foéﬂthe¥Communityﬁ'%.?1 /

Gaidetines for economic poticy 1n the Community far the period e ﬁjﬁf

1981. Beyond quest1ons of cont1nuous managenent of ‘monetary. policy, this.

tary policy obyect1ves for 1982, and,generaLLy, negot1at10ns over pay

for the next contract period;

potwcy'need to be~1mproved, notabty in order to reverse tendenc1es for o _;:Jgg@,;?

t

reat1gnment ., -

" The' real1gnment of. EMS centraL rates of 4 October was an act of

need to be combatted more effect%vety, the ad;ustment was futty in

‘uabeadapted in two ways., o S o ;4’ o ;Tf_lr -

successfully through an extremely unsettled 1nternat1onat monetary

exchange rate changes, ‘and to set the Communwty onto a f1rmer recovery

path in the course of the next year.
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The most favourable 1nternat1onaL scenario for the months ahead,

from the UE as well as the’ European paﬁnt of view, would be_ona in which

- US interest rates declined substant1at}y against a background of decler-

ating inflation, thé!dotlar{s exchange rate graduaLLy‘moved back to a less
high lLevel, and economic éctivity in the US remained buoyant. In this
case, European intérest rates could atso decline, while thé Cbmmurnty couLd
make rap1d progress in reduc1ng its baLance of payments def1c1t with a

boost to expert-oriented 1ndustry.ﬁ,

A less favourable scenarid'woutd‘be one in which the dollar weak~
ened sharply while Us\intérest rates remained high atchgside a weakening
in economic activity. 1In the’ very recent past, some trends have been
more of this kind. If this scenar1o,deepened, the Fommun1ty wouLd need,

and perhaps would have an opportunity, to disconnect its monetary condi-

:fwons from those prevailing in the us. In particutar, thé Community

~might wish to dampen an unduly sharp dollar =xchange rate faLL with a

reduction in European interest rates, opening up ~ at‘LeasL for the low-
inflation countries in Europe - an interest rate differential vis & vis
the United States with lower rates in Europe. If combined with a moderate

hardening of EurOpean‘exchange rates, this interest rate decline could

. be compatnbLe w1th improved price stabilisation and a cont1nued strength~'

ening export performance 1n worLd markets. Thus in the second scenario
‘also, there is a poss1bLe short~run strategy for Europe ‘that-could Lead

to a strengthen1ng economic recOvery.

The Community .should also be making constructive suggestions to
its major partners in the industrialised worLd for a more cooperative -

management of the majdr_internationat monetary variables. .

To make a‘sﬁccessfut strategy for 1982 requires that @omesfic
policies be set in the Community in a way fhat supports these elements of .
‘extefnaL'potipy and is also coherent as between4Mémber States in the
Light of the EMS rgatignmentkand fhe need for better'éonvergence.'

To do th1s in pract1se is a h1ghty complex matter, and one that

necessarily 1nvoLves controvers1aL issues. The key. decvs1ons are being made'

in the set of draft,budgets for 1982 some of which are already before

national parliaments, in fixihg~targets for domestic mbnetary aggregates -

for 1982 in the course of the autumn in some of the Larger Member States,

and in the forthcom1ng negot1at1on of pr1nc1pat wage contracts for the period




'~vahead ~’1n some ‘cases annuaL 8% in Garmany, in some cases for vp to three. ,":iiz
‘years as in Italy. The complex1ty follows from the fact that in the optimal ‘
Community po[1cy these three mawn dec151on-mak1ng var1abLes,- budgets, money,

“and 1ncomes - have to be set cons1stentty 1nter ‘se within countrwes as weLL

as between countr1es. Moreover there are severaL types of 1nst1tut1ons S .

51nvotved in these three doma1ns,rand understandably S0 (the foLLOW1ng sect1on

\returns to 1nst1tut1onaL quest1ons)-

The first partiCUiarity'of the . out look for 1982 is the acute
f1nterrelat1onsh1p'between budget and monetary pot1cy. The sens1t1v1ty of
interest rates to budget policy var1ables is atmost certa1nLy much stronger /
now than at any time in the_ past. A budget pot1cy aLLowwng the def1c1t to :
rise is L1keLy now’ to be relat1vely heav1Ly offset in 1ts st1mutat1ve effects_

on. econom:c act1v1ty by 1ncreas1ng 1nterest rates; conversety budget potjcy

‘“‘ect1on to reduce def1c1ts is likely to be cons1derabty offset 1n 1ts

“contract1onary effects by faLL1ng interest rates. Moreover this seems
.to hold for aLL Member Stafes, rangvng from Germany whose economy i's the Least
d1sequ1t1brated, through France whose budget def1c1t has been the Lowest

'i1n the Commun1ty in recent times, to the severaL countr1es whose def1c1ts :
are now around oF in excess of 10 % of GDP P C ‘ ' ‘ _iﬁ‘\;

The second partwcutar1ty 1s the need to follow through the EMS
*real1gnment with 1nternaL policy adjustments. For revaLu1ng countr1es,
stab1L1satwon potvcy is strengthened the prospects for 1nterest reduct1ons
‘are improved and thence should follow a. support for the real’ economy. 'Theﬁ

;‘e devaluing countries shouLd exploit’ the opportun1ty now to make a more

-rap"d external’ adJustment, which requ1res that ‘they 1ntenswfy efforts to
_avoid cost 1ncreases, that budgetary poLtcy be'controLLed more str1ctly,
fand that monetary poL1cy be managed so as to ma1nta1n durabLy the new

“central rates. ST s . T ,h R IR

:In the present c1rcumstances, ‘the probabte reduction in the. German

budget def1c1t “coutd contr1bute s1gn1f1cantty to a reduct1on in. German

‘~1nterest rates, whtch are except1onaLLy h1gh in real terms (+7 % for

short=- term rates). The size of the 1mpact on 1nterest rates, wh1Le diffi-

cutt to quant;fy, could be especially wmportant because of the 1n¢ernat1onaL
monetary.context aLreedy discussed. TA marked recovery in . international

market confidence in the cépaédty'of’the“German economy to adjust success-— | ii.
fully to the energy shock and compet1t1on in world. markets would make

possubte a movement back towards g/DM. 1nterest rate d1fferent1als
that reflect reLat1ve 1nfLat1on performance.
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The German money market is a fuLcrum between international monetary
cond1t1ons and those preva1L1ng domestically within ‘most Member States, and

notabLy those in EMS countr1es. If German interest rates decline substant1aLLy(

" the rates in most Member States should be able to follow. In th1s way a

rigorous German budgetary policy may be seen as leading to overall financial
cond1t1ons favourable to the business upswing and empLoyment in the rest of

Europe; it can f1t pos1t1veLy into a concerted strategy for the Commun1ty.

‘But for this to be the case. there are still further cond1t1ons to
be fulfilled:
(i) avo1dance of ‘overkitl'in public finance stabitisation, and
(ii) convergence in the approach of all Member States, which means cons1stent,'

lbut not 1dent1caL poL1cy adjustments.

The danger of 'ouerkitl' t1es in creating recess1onary circles of
‘cause and effect between budgetary action which reduces demand and thence
a weaker Llevel of activity wh1ch automat1caLLy 1ncreases the budget def1c1t
aga1n, so leading to a new round of restrictive ‘action.in order to adhere
to fixed targets for the budget balance. Almost 1nvar1abLy action to reduce
budget deficits w1LL have some demand contract1onary effect, but.
this may be offset by monetary and external demand effects. The
risks of a’ ,reoession are'greatrwhen the budgetary action,ﬁs excessively

heavy in relation to the desired interest rate reduction, or when it is’

~‘accompanied by a serious OVErvaLuation\of therexchange/rate,tor cost %n-

creases that make thegeconomy.uncompetitive. Thus judgements on whether
restrictive budget policy actions are ‘deftationary are not simple. Much
depends on the monetary context, and on whether the soc1aL partners support

or defy poL1c1es of stab1L1sat1on and- ad;ustment in the1r income settlements.

‘The United K1ngdom is the major exampLe of a Member State ‘which has experienced

a moere ser1ous recession since the second'01L shock compared to the f1rst,
-and this seems to be due to the comb1nat1on of rigorous financial policies

w1th a preparedness to let the Pound fLoat outside the EMS and the fact that

empLoyers and trade unions dad not adapt qu1ckLy to the f1nanc1aL stab1t1sat10n

policies.

Convergence in the approach of Member States towards budgetary pot:cy
is necessary if all are to benef1t from the interest rate reductions that
¢ desired. If not, the benef1ts w1Ll be at best uneventy distributed, uﬂd '
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worse the whote strategy rwsks bewng destabwL1sed, 1nter aL1a through fﬁﬁ
creatnng renewed exchange rate tensions. In the case of the Nethertands, the
proposed 1982 budget would appear to be rather convergent on the German ,
1strategy as regards ‘the budget baLance, although taxat1on and pubt1c expen=,
- diture’ LeveLs remawns very much higher in the Dutch case. In 1981 ser1ousty
d1vergent trends were- seen 1n Betg1um, Denmark ireLand and Itaty as budget
: def1c1ts attawned Levels that uere fundamentatly out of l1ne w1th pot1cy
dewther in’ Germany or the average of the Commun1ty. In 1982 budget poL1cy
,shouLd in these countr1es at Least beg1n to return towards more average
- -Community magn1tudes. The draft budgets so far publ1shed are hardty more than
"gfvrst steps in th1s d1rect1on. In no- c1rcumstances should the governments
‘let these levels be surpassed, as in fact happened in 1981 in reltation’to
o 'ﬁthe 1n1t1atty targeted LeveLs. On the contrary, the real1gnment now makes'
c f ’ ": it poss1bte to envisage more amb1tnous budget consotwdat1on targets.r'
| _ /France is in a part1cular swtuatuon. 1n 1980 1t was the onty country to
%, }“" “have a negtxgibLe budget balance. S1nce then 1ts def1c1t has been 1ncrea-ﬁ
E ';f : j;~s1ng quite rapwdty, but the draft 1982 budget def1c1t rema1ns betow the "
B o Commun1ty average as a share of. GDP If the batance of payments and 1nfLatwon -
were in a szmwtarty reLat1veLy favourabLe cond1t1on, th1s policy would be e ’iFfjji

, » ‘“:w1thout ser1ous r1sks. S1nce this 1s not the case, as the realignment has ’
f r”’» 4 ‘:‘undert1ned the government must controL very carefuLLy the extent of 1ts- »: -
*budget polvcy change. Moreover, the realignment now permvts exports to L
take over SOme of the demand st1mutus 1n1tiaLLy env1saged for the 1982

/obudget. ; - T ST ca

' ‘Within the structure of budgets adopted for 1982, a common pr1or1ty
- for att Member States is to f1nd room for necessary expend1ture on emptoyment
programmes and for the’ st1muLat1on of 1nvestment.v In order to respeet

Ut

:overaLL f1nanc1al constra1nts, th1s w1LL require changes 1n ex1st1ng prog?
rammes of . current publ1c expend1ture. Important changes ¢an be made w1thout

» weaken1ng v1taL pubL1c serv1ces. For example, the demographic changes at
present underway mean that resources should be sh1fted from schoot1ng to

: vocat1onal tra1n1n~ as the 'butge generat1on' advances. However,\socaat
secur1ty budgets need to be exam1ned w1th a view to conta1n1ng their growth,
re—exam1n1ng thewr methods of f1nanc1ng and re-znforc1ng the eff1c1ency of
their coverage.\ o '
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time help 1nfLat1on and 1nterest rates to come down;.
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In setting monetary. targets for 1982, there 18 scope for improve
-ing the degree of-priorftonsuLtation within the,Community, before the
central banks decide their policies 4n foLL conformity with their national
institutional positions. In 1981, it seems Likely that many central banks,
w1th the except1on of the Bundesbank, will 0vershoot their targeted rates ’

of monetary or credit expans1on, or the rates forecast by the Commission

in last year's AnnuaL Economic Rev1ew. For 1982 the monetary aggregates must

be-controlled w1th1n Limits that will favour a distinct Llowering of the rate
of 1nfLat1on, which in turn woutd aid the lowering of nominal interest
rates w:thout endangering the new EMS central rates.

There is-a consensus 1n ‘the Community over’ the need to act urgentty

and dec1s1vety to reduce unempLoyment The r1ght f1nanc1aL strategy will
heLp. Direct Llabour market measures need to be 1ntens1f1ed within th1s

ﬁf1nanc1al strategy, and these are further d1scussed below. The experience .

of Germany after the first oil 'shock, and of Japan more recently, both
show how a rapid and maJor adaptat1on of Llabour costs to the needs of a
new . s1tuat10n can enable maJor ‘economic d1ff1cuLt1es to! be overcome.

In the present situation, Europe. has become much more compet1t1ve because

of the combination of exchange rate changes externaLLy against the dollar

and yen, and internally within the EMS. This presents an enormous oppor-

tunity for European industry, and employment creatwon.

But it is precisely -
1n the next pay negot1at1ons that the social. partners wi

Ll have to decide
whether to confirm this improved compet1t1ve potent1aL,‘and~at the sameﬁ

to do so requires
accepting real pay 1ncreases substant1aLLy beLow the ‘growth of productqiy-
ity until the economy 1s returned toa radically h1

gher investment and'growth
performance. ' ‘

R
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3; ($1§ DVercem%ng obstecles to 8 better convergence of monotqry and
budgetary policies and 1ncomes. s

A comb1nat1on of convergence in nom1nat exchange rates, but d1vergence
in budgetary, prlce and cost devetopments, has devetoped over the past two
years. These contrad1ct10ns can be susta1ned for some txme, but only at the
ﬁ cost of 1ncreas1ng econom1c dlstort1ons, such as u1den1ng batance of - payments,,
1nba{ances and r1s1ng rea[ 1nterest rates in countr1es with h1gh budget
;def1c1ts or attempts to control cap1taL movements., But at ‘some stage they :
“must be offset by exchange rate. changes, as’ recent exper1ence conf1rmed.

/ The Lack of batanced progress in. stabxlwsat1on poL1cy'atready Led the
Commesswon, in its Commun1catwon of 1 July to argue in favour, of accelerated
programmes of: econom1c adjustment in severat countrxes, with fhe emphas1s on
urgentty requ1red puwac f1nance and\1ncome stab1L1satxon measures. This ‘
generat Commun1cat1on was followed up with a Commun1cat1on on the pr1nc1ptes

of 1ndexat1on, and twe Recommendat1ons on economwc pol1cy in Betg1um and Italy.

; Therer3s conswderabte agreement on the need to sepport common
"»monetary stabe1sation efforts w1th convergence in budgetary pot1cy and
income trends. Th1s being so, it is necessary to g1ve gneater attent1on

to how 1nst1tut1onat or even manager1at factors affect the react1ons of

' the economy to events that can induce the d1vergence process, notabty

'bthe react1ons of (a) emptoyers and emptoyees to a price shock 1n their pay
l,negot1atlons, (b) the monetary author1t1es to demands for 1ncreased cred1t°’
. and (c) the budgetary author1t1es to tendenc1es for resuLts to dev1ate E

v

“7lfPOm 1n1t1at pLans. R : Lo 4

“As regards pay, the systems prevawlwng 1n the~Commun1ty range- from

those 1n which the wage barga1n is f1xed in nominal terms for at least _

_a year; to those in uh1ch.an 1ndexatwon’mechan1sm automatically passes

- prices throoghu{nto wagesvwitnin as little as two‘months deLayi
_ On the issue of 1ndexat1on the AnnuaL Report adopted by the Counc1L
Llast year 1nd1cates the high degree of ‘consensus among governments on the \
need to avoid. pass1ng through the oil pr1ce 1ncreases into incomes, Some -
‘countries aCCu omed to 1nzexat1on have taken some steps to Limit’ its auto~
mat:c pass-th*ough of oil pr1ces and 1nd1rect tax 1ncreases (Netherlands,

I

- : - . R . . P
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Denmark). But in cther countries exw@t;ng practices have not changed {see
fthe Commission® Recommendatvons to aeLgsum and Italy). Therefore the
Commasqnon .oLLowea up cn the conaern expressed by the European Council in

lmPCh with a gnnerdl Commun1 at:on that Ponciudes on four main points:

G- Where‘the-pfincipLe“of waye indexation is accepted, the regulation
index should exclude the impact of factors outside corporate control

* o ’\“- N s
(terms of trade, indirect taxation eté.);

’(ii)‘/'wage adjustments should only be made with delay, and not more than

twice a year;

(i1i) where the inflation rate is appreciably above the Community average,
the aim should be to limit indexation to an agreed rate, for example. to

the Community aVerage inflation rate;

{iv) a2 simple and fempo:ary technique for adapting to an 1nftat¢onary
¢h0uk could be to forego entirely a Certa1n rumber of indexation

“adjustments.

The urgency Of act1on aLong *hnse Lines is now 1ntens1ffed ToLLow1ng

the EMS reaL1gnment

As regards monetary poticy, tﬁp'range of policy reactions is
between the case in. whach the monetary au;hor1t1es commzt themselves

to nominal targets, and are expected to act to adhere to them, and the

- ¢ase in which the monetary authorities could ~ on past performance -

be more expected to suppt& relief to‘entegprises in‘difficuity or
fihancing to the government where marget COﬂditidns become difficutt
Problems of d1vergent monetary policy have so far been relatively limited
to the extent that the ‘members of the EMS who were before members of

the Snake have accepted the required monetary d‘~C1pL1n ~Thus the.
problems among these countries are more often those arising from the
combination of effective monetary control and ineffective.efforts at pay-
moderation and budgetary control. But there are also examples in the

Community where the operating’resbonéibﬁtities of the monetary authorities

need to be clarified, for example in Greece. In Italy certain reforms are

now being implemented. Morecver in the period ahead there is the need to

prevent the erosion of menetary disciplines maintained until now (France).




{‘matwc destab1l.sers . anJ notably the speed and ease wvth whwch a budgeta y

aef1»1; have beer seen recentLy to slide 0ut of control up to enormous .

“reforming their ystems of budget contrnLu Indeed the four countries « ,»jFV;(?

A% regards: budgetary pet1cyﬁ the factbﬁe L@ed1rg tc dwvergent S
ed with: wh1ch

"esuLts are the most comptex. The varuahtes here ‘are (a) the spe
the essent1ut statistics become ava1tabLe (b) -the manager1aL capac1ty of
the budget system to control over—runs, (¢) the Legislative procedures for
control, and adjustment,‘and €d) the w1LL1ngness of the political author1ty
to mark out cLearLy 1ts budgetary objectives -and give cred1b1t1ty to them.

In practise over -the past year, a major 1ssue has been that of judging.

when the so—caLLed "automat1c stab1t1sers needed to be res1sted w1th

offsett«ng expend1;ure cuts or Leg1stat1ve changes, The normative quat1t1es

of this term nee d correct1ng for countries whose start1ng pos.t1on is one of

serious fznanc1al dwsequwt1br1um, for example, countr1es with very Large pub"

/L1c def1c1ts (BeLguum, Denmark,’ItaLy, Iretand,. The presumptwon should

rather be that econonies w1th high pubLic defi c1tg are prone to bewng gravely.
dea;ab1lwsed, especially when karge def1c1ts are assocxated ‘with high '\‘

inflation or high reatl .nteres; rates. The dangers 1nherent 1n the ,auto~

»magn1tuaes, unoe(Lvnes the priority thet sevrraL Chuntrves need give: to

mehtioned, whose pubLlc def1e1is,have now reachedp or are close to, 10°%

of GDP, are now massively out of Line with the average of the Community.
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3. (jiif, The challenge of buitdin97Up investment and emp Loyment

The rise in the rate of unempLoyment to 8% is now the most

L " dramatic of the oommunﬁty's economic‘orootems. The weakness of 1its

investment performance, which has faLLen‘about 2 % as a“share of GDP in
the years since the f1rst oil shock, compared to the five years pre-

© | . ed1ng it, and the rise in the rate of demograph1c 1ncrease in the

| Labour force to nearly 1 A'per,year, po1nts to the magnitude of the
BV task of creating neQ’jobs for a large fraction of those now unemployed.

- These problems are at the core of the proposed fifth medium term programme

' (D]
for 1981-1985 which the Commission sent to the Counc1t in July .

The reduction of unempLoyment in the Community cannot satis-
factorily be achieved,without a massive renewal and expansion of the
stock of productive capital. While retatiVely high rates of interest

-over a medium-term oeriod may induce sone helpful substitution of

Labour for cap1tal, the strategy that the Community. shouLd follow still

Lo T requ1res investment 1n new equipment. The onLy industrial strategy that

o / can go w1th a weak 1nvestment performance 1s one which consists of
down~arad1ng product1v1ty, technotog1cal quaL1ty and income levels
relative to international compet1tors, this is not a strategy upon

» which the Commun1ty wishes to‘converge. . ’

The chaLLenge of bu1Ld1ng~up empLoyment and 1nvestment 1nvoLves
the Uuse of severatl 1nstruments of -policy and several 1nd1rect pre~

requisites of success, because of the importance of a favourabLe climate
for investment for the success of such a strategy(Z)

A first fundamental tactor, the cost of Lab0ur in reLat1on to that

of competitors, has been cons1derabLy transformed over the past year

as a result of the deprecvat1on of the ECU against the dollar and the

yen. Thus the Commun1ty S average unit Labour costs (relative to its

compet1tors, expressed in doLLars) is likely to decline 14 172 %

1981, as against 1ncreases of 14 % for the us and 10 1/2 % for Japan

(see Table 14). . The Community must for the time bevng take the “opportunity
- to achveve a rapwd baLance of payments adjustment. To this end, the 1n-
creased compet1L1v1ty of the Community's producers . must be translated

into a rapid expans1on of sales to rega1n Lost market shares

L |
e ‘(1}The'covotete texts and reLateo  | t es :bL‘ d | or
N ; . r mole a La: analyses are published in Eur
F _ - Economy N® 9, Jjuly 1981 - ’ L —ckeen
‘ T2 DU :

v€e fireword to the Vth Programme, and Energy and Res&arch documents




‘resuLts takes several years to bu1td up.

CQmmun1ty and on th1rd markets.{ Increased saLes mqg\ now gssure a
build=up in the volume of prof1ts, and’ then Lead on to a new. wave, of
investment to fincrease capac1ty and employment. Th1s fuLL cycle of

. A second fundamental factor 1s ‘the cost and avawLab1L1ty of o o

'capltat . To achieve a reduct1on on average in the rate of 1nterest is ~ﬁ;.,

'of vital 1mportanceforst1mutat1ng 1nvestment, but this cannot be done

simply nor by decree. As: regards very hvgh real rates of 1nterest, for
exampLe of the order of 5 to 9 % in some countr1es (notably Betg1um,

' Denmark, Germany and the Nethertands), compared to the Long-term average ‘,‘“

\t'of about 2 1/2 %, these must be reduced substant1atly for a strong o /;

investment performance to take root. ReLwef from such very h:gh real

'rates shoutd in the fwrst instance come from an ad;ustment to more. normaL
’1nternat1onat monetary cond1tqons, but for some . Commun1ty countr1es it w1LL

"requ1re stronger act1on to reduce budget def1c1ts.‘

Houever, unduLy Lou or even negat1ve real ratqs of, 1nterest cannot

be a sound prescription for 1nvestment and. growth. Savings performance

‘ gneeds to be strengthened, and’ 1ncreased resounces must be channetled 1nto' ~*iii
\risk~bear1ng prlvate uses'- compared to government bonds wh1ch at present ' o

o d0m1nate many cap1tat markets.

Governments shoutd be exam1n1ng the case for adapt1ng rules gov-

~ern1ng busaness taxat1on, cap1tat markets, and a1dsﬂaffect1ng 1nvestment
r'and saV1ngs. The 1nfLat1onary env1ronment 1n~add1t1on creates ser1ous
d_probtems for adequate cap1tat cost evaLuat1on and eff1c1ency of 1ncent1ve
) (schemes and tax regwmes.‘ For exaane, where prof1tab1L1ty is Llow or even'

' negatvve and the prospects are depressed the vatue of any 1nvestment |
"1ncent1ve is correspond1ngly weakened, espec1aLLy those of deprec1at1on
‘~atLowances. As 1nfLat1on has 1ncreased the 1ncent1ve value of deprec1at1on

‘aLLowances has dect1ned Moreover, 1nfLatxon and Low profatab1t1ty have” tended



21.-

te reduce the ava1Lab1L1ty of r1ak capital requ1red for 1ncreas1ng employ= -

ment. Policy towards 1nvestment aids is too- complex a sub;ect, and too

varied between countries, to allow simple generaL1sat1ons. Two propo-

t1ons, nonethetess, wouLd seem to- hold. F1rstLy,g1ven the present priority
need to 1nduce a massive new bu1Ld-up of investment, the level of financiat

1ncent1ve towards cap1taL formation and jnnovation shouLd be maintained

in reaL terms if not increased. But secondly, exper1ence has shown that
‘mutt1pLe-systems of aids directed.at different policy ob3ect1yes
can become contradictory and cost-ineffective. Economies in obtaining

) N A : - » " » . . . ul 3
better value for money in investment aids remains a promising pursuit

for the authorities concerned.

The reduction of UnempLQyment must COme~essentiaLLy from job
creation in new growth industries and service sectors. In many of the
newest and prbmising’industries -rmieroelectronics for example -~ the
Commun1ty s world pos1t1on is not as strong as it should be. To build up
1ts new 1ndustr1al base the enterpr1ses, governments and Commun1ty have
to wprk together in a comprehensive strategy,_1nvotv1ng research and
deveLopment,‘corpbrate/organ{sation,commerciaL and pdbtfc procurehEnt poticies.
There are already examples of success, with the Airbus w1nn1ng back substantial
world. market shares in its segment of the aerospace 1ndustry. The Community
must give the highest priority to- st1muLat1ng ‘the capacity of European
industry to become a maJor worLd force in the pr1nc1paL advanced techno=

Log1es of the decades ahead.;

In industrial poLiCy the Cdmmunity haS'to make up what individual
Member States aLone cannot achieve by compar1son w1th the Un1ted States and
Japan. The expLo1tat1on of Europe scontinental d1mens1on should not

LY

necessar1ty rely on pubL1c intervention at the Commun1ty Level. However,

all the Community's reLevant policy responsibilities- should be turned

~to facilitating this process. First the openess of the internal market

needs further to be improved. SecondLy, ‘the use of state aids must be con—
trolled to prevent segmentation of the market and nat1onat discrimination.
Thirdly, the Commun7ty_shoutd'act whenever necessary to st)muLate the
formatioh of an advanced European industriaL capacity. FourthLy, the
Community's own financing‘possibitities Shbutdicontinue/to build up
support for investment and structuraL adaptatvon in the areas of accepted

Community priorities. This concerns both loan funds and the- StFUCtUFaL




oy

7 f1nanc1al 1ntermed1ar1es.

'(ii) the deveLopment of a common . approach to energy pr1ce and taxat1on.

x

‘funds of the Commun1ty budget whose poL1c1ee are at present under rev1ew.vash,
The Communwty shouLd furthermore encourage the devetopment ot smaLL

'sand med1um-s1zed enterpr1ses, in part by facvt1tat1ng their access to

dommun1ty finance: through the techanue of gtobal toans to the appropr1ate .

t

S Many deta1Led 1n1t1at1ves are now be1ng taken in: Member States
“to heLp the’ process of smaLL scaLe employment ereatwon. Th1s weLcome trend
shouLd take account of the contr1butvon that dwfferent types of enterpr1ses,
,'includvng cooperatuves, can make in creat1ng JObS, part1cuLarLy through ‘the :

A,expLo1tat1on of. Local economuc potent1al thereby open1ng up 1mportant scope

for- more f(ex1bte adaptatxon of the economy to meet market opportun1t1es.‘

¥

S

“The needS'for a stronger‘Community“energy policy'prov%de a vitatl Lo

vcomponent of the strategy for buvldvng up, 1nvestment and empLoyment.

A comprehens1ve outL1ne of what could now be done has been proposed

'~recently 1n a Commtssnon Commun1cat1on "The Development of an Energy
oStrategy for the - chmun1ty"(COM(81)540 23 September 1981) F1ye ma1n~kl . ji
ypr1or1t1es for . act1on by the Commun1ty are SUQgested R

,(i) ensur1ng an adequate Level of 1nvestment both in aLternat1ves to’

o1L and 1n the more rat1onat use of energy. Forecasts for energy—‘~'r‘
* related 1nvestment suggest that 1ts voLume witl rise from around .
1,6 % of GOP now to 2, 2 % on average for ‘the present decade,‘
: whwch wouLd represent 9 - 10 % of totat 1nvestment, 1mpLy1ng
,\expend1ture of some 500 b1tL1on ECUs. The Commiss1on has doubts T
,hwhether these forecasts can be ach1eved w1thout new actwon w1th1n il
*‘:the Commun1ty.‘ But even 1f they were ach1eved the Levet of i
"»energy 1nvestment would stvLL only amount to ‘about half the relative v‘f
effort of the United States and. two~th1rds that . of Japan (in aLL
. cases measured in the bas1s of energy 1nvestment as a share of
‘ GDP) ' for RO o -

w

~

In the Latter fxeLd the. Comm1sswon ‘has made more detailed prOpos~ o
‘aLs in a Communﬁcatwon on the ""Taxation of 01L ‘Products" (COM(81)511,

9 September 1981),. suggest1ng pr1nc1ples for a coord1nated S =vﬂF:u
'approach 1nvoLv1ng the settang of target zones for tax pressure

i

Ed
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on the main o1t products, and pr1nc1ptes for the emevnat1on of
exemptions, subs1d1es or reduced rates for specific users. A
constructive use of energy tax instruments could be one of the most
powerful possibte poLicy‘aciﬁcns to induce the economy to make

employment~intensive investment.

(i) the estabLishmeht of credible measures for sub-crisis management

for oil éuppLy‘in the Community.

(iv)  the reinforcement of common pelicies in the fields of research,

development and technological demonstration.

(v)  the further development of common initiatives in external energy

reLations,-especiaLLyvin reLation'to the developing world.

It wiiL take time for the»fundamentaL-econbmic remedies to

unemptoyment to bu1Ld up their e.fectsu

 However, a start has beén made in the Community towards building
up recognition of the scope for a common and constr@ctive approach, \
notably at the joint council meeting of Fihéhce ahd SocfaL ministers in
June of this year. The ccncLus1on< of the Preb1dency at that. meeting-
accorded with the views of the Lommqss1on that a comprehens1ve policy

.esponse is required to tre twin challenges of reaucwng inflation and

'unempLoyment. There'.s agreement for exampLe on the need to pursue

empLoyMent expansion in areas of technotog1cah innovation and the energy
sector,. and small scale JOD cremtnon, The f1nanc1aL burden placed on employers
by part1cutar methods of f tnan01ng social securzty needs to be revlewed, and

a more transparent and conerent qnaLys1s is ‘needed of the impact of puwac
expenditure on employment and~growth. There is aLso agreemenf on the need

for direct actions to ease unemployment.

W1th regard to'the particu[érhy acute problem of youth unemploy=
ment, the Comm1ssvon has carr1ed‘the debate a step further in proposing
a’ common ObJECL7V€ in its foreword to the f1fth medium—term programme.
sett1ng up” over the five years aHead mach1nery and arrangements tc
ensure that, on Leav1ng school, all young peopLe obtain either a pa1d

job or aCC ss to a vocational training covrse or both together, The

_Counb1a is 1nVI;ed to. adopt th1s ob,wct1ve and :

-{iY - to qdmpare national experiences in this,fie(d;




“2ha~

C{i)"FQQuire natione!,programmes be‘;&bmitteq to -the Community by a given
date; v ’ - :
'V(iii)‘deciae on partial funding forfsucH schemes;from,theeEuropean Social -

'Fund'

,({v)' prov1de for the exam1nat1on of results ach1eved at regutar 1ntervaLs.

i

The adaptat1on of work1ng time can aLso heLp ease the probLem of
unempLoyment, while match1ng soc1aL demands for more flexible. work arrange=~
ments - for exampLe part-time w0rk, earLy ret1rement etc. However, great |
care has to be taken to ‘avoid. changes in: work1ng cond1t1ons ‘that couLd
r1sk s1gn1f1cantLy increasing hourly Labour or cap1tat costs, and - to
" avoid sharpLy deviating trends as between Member States espec1aLLy in:

7'ways whwch woutd risk affect1ng c0mpet1t1ve cond1t1ons. : s
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4, Economic policy‘in the Member States

é

The economic situation has deteriorated in Be[gium in 1981 : the -

fall in the Llevel of economic activity and employment has been accompanied

by an acceleration of consumer price inflation and a deterioration in the

current account of the balance ofypaymehts.

The Comm1ss1on of the European Communities cons1dered this situation
one of great concern and, on 22 July 1981, addressed a recommendation to the
Belgian government which advocated corrective measures to be taken in the

monetary, budgetary and revenue fields.

‘ ‘GuideLinesbwere adopted by;the belgian authorities, atrthe beginning
of the month of August 1981 ,in estabtishing the central government budget
for 1982,which effectively took account of the L1m1t for 1982,0n the current -
account budget deficit ov 200 b1LL1on B, requested by the Commission. The
arrangements should. make it possible to reduce the borrow1ng requirement of

generaL government ,as a percentage of gross ‘domestic product from 15 S % in

1982 to 13,5 % in 1982.

The most recent informaxionrconcerhing‘the execution of the 1981 Budget
suggests that net borrowing will be significantly above the'proyisiona(_estimates
made in the middle of the year. In other respects the'guidetihee adopted by

the belgian authorities have lLed to an increase in the burden of taxation and

less restraint on expenditurefﬁhan the Commission recommendation suggested.

Under these cond1t1ons,the mdnagement of the budget in 1982, if it is
to adheré to the L1m1ts and pr1or1t1es 1ndJcated above,w1LL have tc aim at
strictly conta1n1ng expend1ture, and to be 1mpLemented with sufficient

flexibility to permitﬂcompensatqry adjustmenté within the overall budget.

In other respects; political events have not made it possible to
foLLow through the diaLogue-es;abLisbed with the social partners concerning

income moderation and the poeSibLe relaxation of the indexation of certain

“incomes,as suggested\by the Commission. o B p

It is in the interests'of a lasting improvement in the employment

‘Wswtuat1on, that a renewal of negot1at1ons should rap1dLy lead to concrete

‘resuLts.
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Rﬁnforﬁﬂq Eengm cbfﬁpef‘lt"we pomtmn, a pr'imary factcr fcr a

’recovery in growth, is pr1nc1paLLy determwned as much by the restructur1ng

of product1ve potential, requ1r1ng strong 1nvestment growth, as by a Lower1ng

of costs reLat1ve to mmor compet1tors. The adJustment of the central rates of’

the European monetary system, dec1ded on 4 October 1981,

“‘ that the essent1aL ad;ustments must take pLace w1th1n the BeLg1an economy.

1

y‘s | ) .
L
1 i

does not diminish the fact s }2
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Table 4

Balglum: maln economic aggregates, 1960-198 1

GDoP

GDP

Money

.

*& thange over pravious period, a

nnual rate.

Unemployed Rise in Compensation Current General Savings
volume volume in labour consumer per account govarnmant ratio of supply
growth growth per force prices empioyes balance of balance househoids growth
occupied paymaents - M2 H
person _

%2 % % To%? %2 % GOP % GOP % %
. 1960-1969 4,8 4,0 2,2 3,2 7,6 +0,2 =~1,5 13,0 8,2
1970-1979 344 3,1 4,9 6,5 12,3 + 0,4  -4,3 - 16,8 12,2
1979 2,3 1, 8,6 3,9 6,00 ~-29 =-6,8 14,8 6,0
1980 24 26 9,3 64 8,8 =52 -9,1 156 2,7
1981 (1) -1,0 1,4 11,6 . 7,5, 88 -7,2 24 161 6,

' Preliminary ostimate of the Con';missidn 8arvices on the baaluto! prasent or imic;pa!ed péliciet. 1 979 .

Ena ol year. Up to 1978: ‘monay stock and tinancial assats with a maturity of less than one year with maihly monéy-creating institutiens’; S TN C2/  “harmonized M2 (M2 H).

l




‘ trade and the heavier costs of serv101ng the external debt.; The 1mprovement

 means that monetary po@acy has s1nguLarLy.L1ttte room for manoeuvre. In L1ne

In 1980 and 1981 be gmg succaeded An cutting the current account f
def1c1t apprecwabty desp1te the pronounced deter1orat1on in the terms of

reftects a ga1n in compet1t1ve edge, but it was achieved at the cost of a
'sLacken1ng of domestic. demand notabLy pr1vate consumptwon and res1dent1aL
construct10n. ‘Economic activity therefore sLowed down, push1ng unempLoyment.
in 1981 to 8 2 % of the tabour force. '

b The outlook for. 1982 1nd1cates a distinct upturn in economic
act1v1ty (the year—on~year growth of GDP cou[d well be 3 %) and conf1rms-
the need to cont1nue with a- t1ght fqnanc1at pot1cy as env1saged by the
muLt1—annuaL programme adopted at the end of 1979. Budgetary ' ‘
“policy must come to grips with var1ous probtems that g1ve cause for con-

.cern namety the 1ncrease An expend1ture made to combat unemployment, the

'upsurge 1n pubL1c debt 1nterest and the. sluggushness of tax rece1pts

‘ assoc1ated w1th slack econom1c activity. The centraL government borrowing

requwrement, wh1ch has increased from DKR 1? 1900 m1tt1qn in 1980 to DKR .
31 900 m1LL1on in 1981, j.e. from 4 8 % to 7,9 % respeetwvety of gross

domest1c product, is L1kety, accord1ng to the draft budget, to reach , \' iﬁ[
' DKR 39 900 million, or 8, 8 % of GDP.: A def1c1t of this size is becomwng '

more and more difficult to finance, and the resutt1ng cost of debt’ ser-
v1c1ng W1LL tend 1ncreas1ngty to aggravate the budget s1tuat1ono A poss1bLe
further increase in- the budget deficit would ser1ously endanger the resto- o
rat1on of externat equ1L1br1um. The. author1t1es shouLd str1ctLy respect '

the expend1ture targets adopted under the multi- annuet programme and do

their utmost. wh1Le implementing the 1982 budget so as to avovd an increase
/1n the presentLy forecast def1c1t even if economwc cond1t1ons shouLd be

worse than foreseeh. ; :

The need to finance greater pubt1c sector borrow1ng requ1rements

and to attract fore1gn cap1taL in arder to- cover the current account def1c1t,

.-’D/I‘l.

.
B

7 o g e AT,




B
-

29.-

w-lth its pregent stancn, 1t shoutd eantinut €6 keep 'che qrcwth of domestic .
L1qu1d1ty under strict controt, and to maintain interest rates a a relatively

h1gh level.

s

As a resuLt of the changes -made s1nce 1979 1in the 1ndexat1on
system, and the moderat1on of demands by maﬁagement and un1ons, the increase
in nominal incomes has been sLowed down somewhat. This trend must be ma1n-
tained in the future : otherw1se the author1t1es could ‘well be obL1ged to

appLy more . restr1ct1ve poL1c1es, in the 1nterests of 1nternaL and external

stability.




_TableS

By «Denmakk:~malngconomlcaggregate&19€0—1981 o S R ‘ Lo k N

GopP "GOP_ - Unemployed Rise in Compensation Current - Generat . Savings - ' Money
volume . - .volume in labour oonsumer ) per. account government ratigof . T supply
" growth growth per force prices * smpioyee balance of balance oldsd -
. occupied ' " S o payments . . . M24
, porson : . . o . X \ :
) %2 o : % Tyt %2 % GOP " % GDP M %

- , | | o ~2,0 (' 1,4) : . 10,1
CMoroagry 28 22 03,3 94 1,6 =28 (-0,9) 2,3 11,0
b 300 24 53 9,6 91 -4,5  -3,3 2,8 9,9
P8 ~0,2 -0,0 62 11,9 9,0 -3,8 =61 228 10,9
%981 M 00 1,1 g2 1,2 9,9 =3,3 -9,8 2,6 9,3

} 1960-1969 5,1 . 73,{3 CoL,20 “5,351 10,2

kY

Preliminary estimate of the Commission services o the basia of present or snticipated policies.
% change over previous period, i rate. . ) P o
" Private sector. o ’

_End of year.
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“The Federal Republic of Germany enjoys relatively favourable conditioné

for a return to external and internal economic equilibrium and for economic
growth, permitting, after some time, a~reversaL‘of the falting trend in
employment. ‘Whereas in the past there was a marked deterioration in both

the external position and the pubtic sector accounts, with the deficits

" of both generaL and the FederaL Government well above planned Levels,
significant 1mprovements are now underway.j As a consequence, there shouLd
i be greater room for manoeuvre from now on, ‘as the baLance of payments can
f‘ : be expected to strengthen cons1derabty, and make the major contrwbut1on
{9 . toa rate of growth averaging over 2% 1n 1982 but wh1ch is foreseen to
- ‘ 1ncrease as the year goes on.  These deveLopments shouLd re1nforce the
foundations already laid for the medium term 1mprovement of economic growth «‘.\:

and employment conditions.

T On the external side the significant depreciation of the DM to mid

F 'f" . 1981 has strengthened the prfCevcompetitiveness of Germén industry and a

i ‘ strong export performance in 1982 is expected (a votumefincrease of 8 1/2%),
the principal factor pulling the German economy out of the present recession.

A ‘ ~ The recent strengthening of the DM, refLected in the reaL1gnment of EMS

central rates and f1rmness aga1nst the US .dollar will heLp to reduce the

f ', o cost of.oil and other 1mports, as a resuLt, inflationary pressures are

| ~ S , _ S

{‘g ’ ,‘expeCted to -abate in 1982 (to weLL‘beLow 5%) and the ‘deficit on the current
: account of the balance of payments is forecast to fall from DM 24 billion
- “ in 1981 to DM 7 billion in 1982 and could move 1nto balance towards the

end of the . year.

3 .
‘» ) .

To boost confidence and to avoid excessive competition for scarce

"funds in.the domestic cap1taL markets, the Government has taken measures

to reduce the pubL1c sector deficit.
B These measures are designed to reduce the net borrowing requirement

o ~ .of the Federal Government for 1982 to DM 26 1/2 billion, compared with a
o likely outturn for 1981 of DM 34 billion. This improvement in the Federal
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S e:/‘Geverament s berrnuzng requ:reaent is maan%y hrought ebeut by cuts in fiFVS
B expendature, tegether with cuts in tax ailowances, subsudaes and transfers.
A medest zﬂcrease in taxat1on is aiso proposed Hhale thzs budget poiacy
: stance 15 appropr:ate,\the 1' ad;ustment in the short term should not
proceed 160 quackly, furthermere, the abowe adjustments to the stance of
i,v“.‘\:; budgetary poizcy should be 1n accordance wWith the new margan fer maneeuvre ‘ 
5 for nonetary palwcy opened up by the recent appreclataon of the DM, ;Ih
, .the present carcumstances, a reduct1on an the horrouang requ1renent of the gene-‘?
§1;71  o 'rai Government fron 4 x of GDP in 1981 to 3 1!4 % of GD? an 1982 can be '
r . o 7'env1saged.. - N \ . . .
fe:f :f,‘e“‘f/ The 1mproved performance by the pubiac sentor and on the external szde
E ’ﬂff/;.” should glve the Bundesbank more scope for reduczng-1nterest rates, yhdist
| . -aazntaanang a steady grouth of the money supply in concordance H1th the -
‘,eveiutaon of petentaal output and a further reductwon 1n;the rate of 1n~"ﬁ
e e fiataen. This. uouid have a favourabie impact upon capatal markets in o
55‘ :e;‘;e'SEurope and 1mprove the overail 1nvestment clamate.f The prospects for ,
LR " Lower interest rates uould be szgnlfacantly better‘af recent government
: decasuons uath regard to wage 1ncreases in the gublac secter could be.
:radcpted as a general gu1dei1ne hy the tuo s1des of 1ndustry fnr the next : ‘_y}iﬁ
f‘round of uage negot1ataons. o ‘ A \ ’ T ‘ - '

, The fundawental dwsruptlens caused by the secpnd oil sheck suggest ‘

/ f ethat the trend rate cf grouth which can eventually be expected is. 11kely 43,,;f
l%yi;’i‘-te be nodest by past standards with unemployment‘rema1n1ng at reiatxvely

4 ~high Levels, gartly because of a COntanuang unfaveurab{e demographzc trend

~in the next feu years.

ST PR ; L -

Aithough the Federai Republxc shares these problems uath other countr1es
"of the European Camaunlty, the ionger term performance wWith regard to ' -
growth and 1nf1ataon is st:il lakely to be better than elseuhere and thns —
could ueil 1ead to a greater davergence in ‘some respects between Cemmunaty
countrues. ﬂonetheiess, -an 1nproved grouth periormance fer Germany woutd
‘cLear{y be’ benef1c1al for Europe as weti and this under{1nes the ampﬁrtance

j - ‘ of: contunuang to grapple with the longer term probtems of the Germaﬂ‘?

e R e e T

I, ' economy. Thus the energy’ biil is i1k€17 to remain a cons:derabie constraant o
|

l

l




for some ‘t’i'me to eome‘. ;F"urther' ,d'%\)ers'iﬂcgt‘ien of sources of enerdgy o

reduce dependence on foreign supplies, especiaLLy of Q%(,,is therefore G

of the utmost importance. The authorities should ensure a clear and stable

A env1ronment for business and increase their efforts to remove uncert a1nt1es
S reLated to future energy 1nvestment; Energy saving should be further pro=- N

K : moted, bet mainly in those fields where'incentiVes are necessary to foster

%echniCaL deveLophents to be carried on bY‘market“forbes once they have

o entered a profit earning stage.

The necessary adjustments-to the industrial structure depend upon
new investment to ensure that the capitaL stock is productive, profitable
and flexible. AnatYsis'of'therLatest trends in the German capital stock
‘suggests that there'is 1nsufficient potentia[ for economic growth/and
empLoyment in the years ahead, and underline the necessity for a rapid
adjustment both’ quant1tat1vety and qualitatively. To br1ng about the
subseant1aL growth 1n f1xed investment required to . enLarge and restructure
the cap1taL stock, the main impulse shouLd come from improved supply ccn=~
ii ditions.* The‘prihc1pal task of economy palicy shouLd be to improve the
generaL regulatory framework of the economy so that it favours the, aLLo~'
cation of resources to 1nvestment. In part1cuLar, it is. 1mportant to
remove obstacles which- 1n various- areas inhibit the undertak1ng of nrew
pro;ects.; In certain -cases,, however, namely ‘where 1nvestnent entails high
‘ r1sks but substant1aL external benefits, there is a case for spec1“*
‘structuraL policy measures to encourage such expend1ture by 1ndustr1eg
which are L1keLy to contr1bute to growth in the future. There is also a
" need to 1mprove the generat cond1t1ons for 1nvestment by small and medium
s1zed compan1es, since these are very important as veh1ctes for adjustirent

but are o.ten hand1capped in under;ak1ng new deveLopments.

/




Table 6 L
: "Garmany mam ecanomic aggmgates, 1960—1981 :
R TR Sl GOP FGDP' VUnamployod fise in compcm;ioh 5 current ‘ “Gonerat s“";‘g‘
- S e . voluma " volumio n fabour consumer . per. accoum . government - . - ratio of
‘. growth growan per torce pricoo employee- -~ balance of baianca housaholds
- octupted S . payments .
%2 % L% %2 “w? s % GOP % GOP %
1960-69 5,2 4,3 0,9 - 2,6 7,6 +0,8 0,7 10,8 10,6
970-79 3,2 3,6 25 553 95 0 1,4+ 13,8 10,1
RL 44 2,9 3,4 42 55 =07 =30 13,1 80
\"}980 C 1.9 s 1,’0  ' 3\,3‘ 5,4 o 6,5 "‘2,0‘ "13,‘5., ! "13;3'" 6,2
1981 -0,3 0,7 4,7 58 5,6  -1,5  -4,0 14,1 5,4

X minai 1o ot the C

]

¥ "End of year.

Nol’u Figumamohm‘edummanmmwmbupwim

: P ) nmmmm&odmmummtpmm
2 % change over pmnoua pcnod. annual rate. ;
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In Greece,’ the priority bas1s for the thrust. of econom1c policy
must be the new constraints resuLt1ng from the rapid change of the external
cond1t10ns affect1ng the country's deveLopment. These constra1nts exclude

any return to rapid rates of growth of consumption and will impose a moderate

trend of econom1c growth, of which exports and jnvestment should constitute

'the principal eLements.

» In order to achieve this objective, shortﬁterm economic policy must
take on a more restricttye stance in spite of the delay in the revival of
domestic demand. In 1981 the growth rate will be very low, whereas for 1982
it is improbable that it w1LL exceed. 2 . ALthough'the rate of inflation

1s dect1n1ng sLowLy it w1LL remain excess1vety high in 1982 and will

_probably be in excess of 20 %. In these cond1t10ns, it seems necessary not onLy ’

to maintain the pigour of the incomes policy but also to accompany it with-
firm action to Lower the economy’s tiquidity ratio by taking action both
on the public deficit and on theravailability of credit to enterprises. In

order to achieve this, it will be essential to reverse the deteriorating

_ trend of the current balance of the. generaL government and public enter—

pr1ses, not only by reduc1ng the rate of growth of expend1ture but also

. by f1ght1ng tax evas1on,by reducwng the delay that has occurred in the

adJustment of certain. publ1c sector pr1ces, and by an overaLL 1ncrease in

the tax burden. Th1s str1ct management of the current operations of the

~pubL1c sector should prOV1de some Leeway to continue and perhaps even '

increase the budgetary effort in favour of 1nvestment.‘i1n fact, this effort
appears even more.necessary whenvone cons1ders that thefstrict credit

poLtcy fnvotving high interest rates; which is required for other reasons,
is likely to produce an obposite effect. In short, the attempt should be
made in 1982 to reduce the growth of the money supply to beLOw C

20 %, which is cons1derabLy below the nominal increase of the gross domestwc

product. In order to ach1eve ‘this, the borrOW1ng requirement of generaL
government shouLd be stabilised at around 4 % of the gross domest1c product
and the deficit of’the other.pubt1c‘accounts - commerc1aL’accounts and
accounts of public enterprises which are automaticaLLyxfinanced by the
Central Bank - shouLd{berconsiderabLy reduced. l |

»
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'order to promote 1nvestment act1v1ty should be the phas1ng—out of the

e
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In the Longer run, econemis policy ehoutd'take as o oriorityu
objective the eL1m1nat1on of 1nfLat1on and its. distorting effects. This W jiéo
“means “that the effbrts made to. conta1n 1t in the short. term shouLd be SRR

extended to a permanent action . comb1n1ng ‘voluntary limits on the nom1naL
growth of 1ncomes with budgetary restr1ct1ons,cred1t L1m1tat1ons and the

, anti=inflationary P
o stabquz1ng of sav1ngs. Th1s/pol1cy, wh1ch ultimately aims at re—establ1sh1ng :

- the. cond1t1ons for a rat1onal aLLocat1on of the factors .of product1on, does
‘not rule out the application of a structural poL1cy wh1ch, in ‘order to meet
the needs of rapid change, w1LL have to be part1cuLarLy act1ve. The essent1aL
ob]ect1ve, ‘which is imposed. both by the externa{ constra1nt and regional
1mbaLances, must be to hasten the deveLopment, the sectoraL d1vers1f1cat1on,
and the geograph1caL d1ffus1on of 1ndustry‘and to take advantage of all the-
sgrowth potent1al that" 1t offers. Such a poL1cy must include, to begin w1th

determ1ned efforts to estabL1sh during th1s 1n1t1al phase, the requ1red

elements of 1nfrastructure s dn the field of energy, flrstly, where the

forecast rap1d‘1ncrease of consumptwon will requ1re the 1ntens1ve expLo1tat10n

~of nat1onaL resources, but aLso in the- f1eLd‘of transport and urban 1nfrastruc- -

1 ture. In addition it must’ 1ncLude the cont1nuat1on‘ of the efforts under—‘

taken w1th1n the framework of the reg1onaL potwcy to affect sectoral deveLop-
ment which, however, shouLd basically be determ1ned by market forces. . S ,‘ﬂﬁf
“The Loglcal corollary of a poL1cy cons1st1ng of ut1L1s1ng the budget in S

setect1ve adm1n1strat1ve fixing of nnterest rates appL1ed to enterpr1ses
unt1L now, in favour of a system of uniform market rates, NhTCh the Central

,.Bank,would influence only by" using classical intervention. -

i
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‘ Table 7 S
1 Greece :maln cconomic aggregates, 1960-1937 -
- ' A . GoF - GoP Unemployed Rise in. ccmmuon Curcent: . Genoral Savings Money
- volume: volume  In labour consumer por . account government ralio of supply
growsh : growth per. . - foree prices ompioyee - - baiance of " balance Nousonoids. growth
: o otcupied - : : > payments ‘ R
i e | | R«
%3 % % - %t %t % GOP . % GoP % %,
19509692 ¢ : : : U : : 17,7
& 3 5,1 4,7 s 13, : -2,8 : s 23,4
Tagre 3,8 2,7 1,9 19,0 0 21,2 =2,9 22,6 18,4
1980 1,7 0,3 2,8 ‘249 16,6 -2,6 =3, 20,7 2,7
1981 (1) 0,4 ©0,0 33 24,1 . 22,5 -2,8 - 3,9 19,4 31,7

1
B
i ; L )
' 8 rm(mw numtodmcommwonmonmbuudmuunidum potlobl.
2 % change over p -ponod | rate.
3 . L ' .

Gross sav1ng of generaL government + baLance of cap1tal account of centrat
~ government budget. ’ .




~overall tax burden will: rema1n unchanged despite the tax 1ncreases on:
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CIn France;‘the'primary objective of the‘new'economic policy is the

vreduct1on of unempLoyment, w1th the d1m1nut1on of 1nequaL1t1es of income

as.a secondary obJect1ve. " These ob;ect1ves,_are to be atta1ned by seek1ng»

“tor reconc1Le a deliberate increase 1n the rate of econom1c growth w1th a

s1gn1f1cant reductton in the rate of 1nfLat1on.

' In the short term, this pol1cy 1nvoLves the use of support measures

~ to assist the recovery wh1ch is: beg1nn1ng. The fwrst measures, taken in

earLy-summer 1981, ‘consisted . mainly of increases in Low wages and certain
50c1at benefits, assistance to help firms cope with the 1ncrease in the1r,

costs due to the difficult econom1c s1tuat1on, and a reLaxat1on of cred1t

~cond1t1ons. As a resuLt, and desp1te the 1ncrease in the- tax burden

i o= part1cuLarLy on high 1ncomes\- 1moosed by the suppLementary Budget of JuLy,

the public sector f1nanc1aL s1tuat1on w1LL deteriorate, in 1981, to a
greater extent than was’ prev1ousLy considered acceptabLe, and whtch couLd
be equivalent to just over two percent of gross domest1c product. As a
further resuLt, the growth of the money suppty w1LL reach 13 A dur1ng the

year. - T \ e -

" The poticy foreeeen for 1982 will seek to combine the continuation -
of the expaneionary stance - directed, however, towards ﬁnvestment‘rather

than consumption = with an ekceptiOnaLLy large effort to reduce inflation,

‘an obJect1ve wh1ch has" become even more impdortant since the. monetary

' ‘reaL1gnment of 4 October 1981. Indeed, on the one hand, as the 1982 Budget

of the centraL Government includes a massive increase in expend1ture retated

to measures wh1ch st1muLate, directly or 1nd1rectLy, empLoyment, and as the

«

wealth and the,htghest-1ncomes,;the potential deficit s - Larger than

~ that of 1981,\even altouing“for the postponement ot some expenditure. On.

“the other hand, an 1ncrease in soc1aL secur1ty contr1but1ons is foreseen as .
a means ofpartlyoffsett1ngthe stronggrowthof socwaLsecur1tybenef1ts andthe
availability of credit to firms witl be ma1nta1ned w1th1n L1m1ts that are .

‘compat1bLe with - ‘the obJect1ve of a s1gn1f1cant reduct1on in the L1qu1d1ty

- ratio of the economy."

1}‘

&
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f’b In addition, the princtpte that. the aversge growth, tnw1?82, of
wages and salaries shouLd not exceed the increase in prices, has been
introduced and a temporary seLect1ve pr1ce freeze has been 1mposed with

the aim of start1ng the process of deceleration.

v

-

» . Th1s policy is eXpected to promote a v1gorous recovery of domest1c demand
which, comb1ned with the favourabLe deveLopment of externaL demand, shouLd |
- Lead to real growth of gross domestic product amount1ng to 0,5 % in 1981
;and to 3 / in-1982. This shouLd be accompan1ed by a s1gn1f1cant deceLerat1on‘
. of 1nfLat1on between the two years, w1th the aim bewng to reach an annual

rate of 10 % in 1982.

There are, however, a number of uncerta1nt1es surround1ng this action.

F1rstLy, it is by no means certain that the expected 1mprovement in the self-
f1nanc1ng capac1ty of firms ‘and the budgetary measures in favour. of business
investment, however 1mportant, w1LL be suff1c1ent to reverse the downward
trend in investment by  firms which coutdkcont1nue to. be adversely affected by

) a’'very poor initial financial situation. Also, it is by no means’certain that

‘£‘ domest1c supply, wh1ch has possibly been Limited by the weak growth of prod-

| uctive capacity over recent years, will be able to grow in line with demand.

‘There is, therefore, a risk that the external def1c1t will once again begin to
grow and that 1nfLat1onary pressures w1LL remain stronger than expected. This
risk would be even greater if ant1c1patory buying caused an unduty rapid

recove ry in consumpt1 Oﬂ.

It seems, therefore, that'the success of ‘the -present poticies depends
on the speed'with which-the counter-inftationary strategy is able to’improve‘
the financial situation of firms,hthus‘favouring‘an increase in investment,
and, at the same time,’to moderate the: growth of consumption. To achieve ;
th1s, it w1LL not onLy be necessary for the recently announced incomes policy
to succeed (w1thout however, abandon1ng the pr1nc1pLe of price freedom beyond
the temporary exceptions already made) but also that the act1on taken to reduce
the Lliquidity of the economy shouLd extend to restricting the growth of the
: MOney supply in 1932 to about ﬁ3‘%. This impties, on the one hand, in the
framework of the chosen‘polictes, that the control of public finance be
'suff1c1entLy restr1ct1ve to limit the general government borrowing'requirement \
to about 2,5 % of gross domest1c product, in order to avoid subjecting firms A
‘ to a crowd1ng—out" effect, and that approprwate measures be taken to stabilise

l a greater proport1on of pr1vate sav1ngs.




A ‘ Look1ng beyond the recovery fereseen for 1982 a’ return to faster ratesjg .
. of econem%c growth will depend on the abftity ot the ecenomy fs achiqv& . ,
better ad;ustment to the externaL constra1nt, by end1ng the erosnon by inf{at1on

“fof its compet1t1veness and by acceLerat1ng the necessary raorgan1sat1on of its
i'product1ve capac1t1es. The elimination of inflation requires that efforts are 'f-‘?‘“J
made to 1ntroduce a cautious ‘monetary’ pot1cy, to counter 1nftat1onary expectat1ons,'
'and ‘to reform certa1n structures uh1ch enabLe firms to der1ve except1onat prof1ts ‘*?
~from the1r s1tuat1on. , f; e RN I O £ '
As for structuraL pot1cy, 1ts a1ms do not need to be fundamentalLy

mod1f1ed Thus, the pursu1t of energy-sav1ng and subst1tut1on, whwch aims at )
reduc1ng dependance ‘on 1mported owL, -should be cont1nued and even 1ntens1f1ed,:_t,
" but w1th0ut any. ma;or changes of d1rectwon. Similarly, 1ndustr1at poLxcy shoutd

'v1n the mawn, be based on market forces, 1n‘conform1ty with the compet1t1on poL1cy?

'V,of the- Communvty.« Any generat measures in® favour of 1nvestment or research any

\1tspec1f1c measures deswgned to reorgan1se sectors in d?fficulty or to prOmote'f‘””c

 } high technotogy sectors, and the new’ fac1L1t1es prov1ded to remedy f1nanc1alj
V“def1c1enc1es and to remove obstacles to the development of smatL and medwum-n'

s1zed fwrms, should aLL be- conta1ned wwthwn this framework

At the same t1me, 1mportant efforts shouLd be made 1n the area of

. profess1onat tra1n1ng in order to achueve greater harmony between quat1f1cat1ons‘“

~and expected future needs and, in so do1ng, to 1mprove the prospects of

‘devetop1ng compet1t1ve act1v1t1es and as a resuLt, to’ 1ncrease the growth and
“the econom1c value of employment. s N

¥

Cr Essent1aLLy, -a durabte reversaL of the trend of 1ncreas1ng unempLoyment
“1s dependent on the success of aLL these measures. To the extent that action..
f1s taken to reduce unemployment d1rectty - -generally by varwous means of work- -
}shar1ng - in order to reduCe 1ts soc1aL Tmpact, ‘an effort must be made to

: ensure that such measures do not Lead = d1rectty or 1nd1rectty - to ‘a further

’ 1ncrease 1n costs. :
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" Table 8

* -

France: main economic aggregates, 1960-1987
' . : GDP GDP  Unemployed . Risein Compensation -~ Current Goneral - Savings Money
- ‘ voiume volume in labour’ consumer per account government ratio of “supply
:' growth growth per force prices smpiloyees - balance of - balance households growth
i, : -ocsupled ) - L o payments ] M23
| person- . o : - . 7 . E
B %2 % % %2 %? % GDP % GOP % %
- - : "
L

l 1960-69 5,7 | 5,1 _ 0,8 4,2 ‘9',67 +0,3 + 0,6 14,8 12,9
‘ 1970-79 4,0 '3,2 3,3 8,6 13,5 =-0,3 - 0,2 - 17,9 15,4
1979 ’. 03,3 3,97 6,0 1 0,5' | 13,2+ 0,1 - 0,8 16,7 14,4
_5,193»0 e 1,3 | 1,3 6,3 13,2 V6,7 -1,k 6,4 14,8 9,7

| ' 2,1 ‘,14,8 13,0 °

SR LT IRCPIN 0,5 0,6 7,6 13,5 15,6 = 1,4
O |

' Protiminary estl of the.C. ission services on the basis of present or anticipated polici
% change over previous period. annual rate. .-
End ol 'year. - .




“.away from agraculture and other tradwtwonat 1ndustr}es. To encourage thas

\:iprocess success1ve governments have La1d great emphas1s on attract1ng forewgn

- direct inveStment and undertakang publvcally sponsored 1nfrastructure 1nvestmenL
“The fru1ts of th1s pol1cy have been evwdent in a rate of growth of Ir1sh exports.

;economtc act1v1ty and to 1nternat1onal 1nftatvonary developments such as !
;occurred 1n the wake of the second oaL shock The amb1t1ous pubL1c cap1tat d:'h
programme has aLways 1mpL1ed relatavety Large government deficits but the /‘ 4

tl/wnternat1onat paynents.‘ Thws s1tuat1on has been aggravated by a relat1veLy
’poor 1nfLat:on performance wh1ch is affectang the economy 's compet1t1ve pos1t1on
:tThe pot1cy probtems fac1ng the authorwttes ‘are.; the reduct1on\of the balance of ’
l',payments and. governments def1c1ts the controt of 1nfLation and the ma1ntenance
Jof the Government s v:gorous roLe in cap1tal format1on. f ,' i,;';",l,, ~A7iF

n:;and for moderatzng domest1c 1nflat1onary pressures TS that monetary developments,
’ 7not be altowed to add exce531Vely to the Levet of . demand To. thas end .the
Vwmonetary authorwtaes have announced a2 limit of 15 % growth 1n przvate sector .
‘credit extended by twcensed banks in the year to m1d February 1982. G1ven an i
";expected rate of growth of nomwnal GOP 1n excess of 19 % in catender year 1981
)n‘thws target seems conswstent thh the need to exert a measure of restra1nt on

,domest1c ‘demand. Success in meet1ng this target thL however ma:nty depend
of the. author1t1es to r1s1ng domestuc 1nterest rates. A cewtang on credtt L

,nomtnat GDP. s expected to grow by about 21 %

.account of cap1taL expend1ture undertaken by the pubL1c seotor.‘ In the- most

In Iretand over the years the maun thrust of econom1c polvcy has been R
touard the 1ndustr1atasat1on of the economy, d1vers1fy1ng its structure a2

ueLt in excess of the rate of growth of world trade. The openness of. the ,
Irtsh economy does however make it extremety vulnerabte to douwnturns 1n worLd ,'”'

1nternatwonal recession coupLed w1th d1scretwonary government actxon has lLed -

to a sagn1f1cant w1den1ng of these def1c1ts and to a serwous 1mbatance on .

4

An essentwai condttzon for achaev1ng/an 1mprovement in. the externat batance

Y

on the effect of the Large government deficit on credit creat1on and the. att1tude

growth s1m1tar to ‘that in force for 1981 would seen approprwate for 1982 when

Untwt the f1rst oil shock the pubtuc sector def1c1t was predom1nantly on

s

recent years however, a signif1cant 1mbaLance has emerged in the current
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account of the budget . This has resulted partly from the working of automatﬁc
stabilisers, partiy from discretionary’ government action and partly from the
Llevel of pay settlements in the ﬁubL?C seutor. ~Thwo overall deficit i3z hut

unrelated to the serious balence of payments jmbalance, which is expected

‘to reach 14,8 % of GOP in 198i,‘ In addition, the demands of the current

budget threéten to divert resources away from the capital budget.- Moreovér
the buitd-up in debt concomitant with-the deficits is reducing the government's
room for manceuvre in dealing with the curreht budget imbgLanse and is pLacing
a heavy burden on future tax payers. A revérsat in *%e trend to increased

deficits, especiatly Lhose on account of current items is overdue and
-

reguires firm government,act:on which should include both expe,dntgre4'

reductions and tax increases. The corrective package introduced in July by

the incoming government, after only one month in office, to prevent a

fu%ther det erioration in Lh° §981'5ﬁtuat%on is an important step in this
d?rsct?on This policy c*t.:mce SQOULD be reinforced in 1982 so as to reduce

the Dxchequer Borrowing Reguirement 1'o ‘below 13 % of GLP. At the same time

the current budget deficit should faLL to & level equivalent €0 approximately

& % of GDP. This would be in Line with the Governmentts commitment to eliminate

the"current budgéf deficit over a four year period.

The openness ot ~the ecanomy to high international inflation, the adverse

‘movements in the terms of trade fotlowing’ the second oil price shock, -the Lauk

-

OT sufficient moaeratian in wage oarga1n3ng and the deficit ?}marc1nc have lLed
to an inflation rate

cerformance far out of line with the Commun(ty average : the pravate consumption

deflator is ‘expected to increase by 20 % in 1981, If the economy is to

maintain its compenw;wve p051t1on it is essent1aL that thws rate of inf Lat1on

is quickly moderated. This requ1r¢s that domestic costs are held doun. To

this_ end, the government can have a major influence on the Level of settlements
in the coming payround through its attitude toAthe-pubt1c sector where about

one fifth of all employees are employed.
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Yable 9
: )
lrg_land: malnjéconomlc aggre’gates, 1960-198_1 - '
GoP GOP ‘Unemployed ) Rise' in Compaensation Currant Genaral E ‘«Savings 'MOﬂeY .
volume volume in labour consumer T por account vernmont rato of supply
“growth - growth por - force . prices employee talance of balance wohq‘dt’ cfovm:
© 7 oceupied - ‘ G  payments ] : M3
‘person - .
%2 % . % %? %32 % GOP "% GOP . % % -
-~ 1960-69 4,5 4,2 4,5 3,9 9,3 -1,9 -2,5 10,2 9,6
q970-79 3,8 3,7 7,00 128 18,1 =42 78 19,5 18,3
1979 1,9 0,6 24 13,2 16,6 =10,1 - -11,9 23,1 19,0
1980 . 0,9 0,1 83 182 20,5 . -8,3 13,1 19,7 169
1981¢1) 1,7 2,4 10,40 20,0 18,4 =14,8 14,3 19,2 14,3
l.l. 3 N ) . -
" B X By g - - > ‘—@
t  Prefiminary of the C ion services on the basis of present or anticipated p
2 4, change over previous period, annual rate. - .
3 Private sector. )
4  Endofyear. ) . R
Note: Figures In wum 1, 2. 5 and 6, are on ESA basis up to 1979. r
o [
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CITALY

In Itaty, econom1c policy 1s domwnated by the determ1nat10n to br1ng

L4

’infLaticn under control. Rampant 1nfLation OVeF many years h&s not anLy
been a permanent factor of short term 1nstab1L1ty and exchange rate voLa-'

A e

t1L1ty, but also of resource mwsaLLocat1on.

i

X

This anti-inftationary stance became more positive in 1981, and was

supported by the Commission Recommendat1on of 1 July 1981 on the occasion

@ .‘
i a2t T B

‘ of the Italian Government's recourse to the safeguard ctause provwded for

{ /g g 1n-Art1cLe,109 of'the Treaty. It has resulted in a tighter credit pol1cy,.
“ é ' in decisions of principte (not;=however; fully impLemented) to hold down

i - the underLywng pubL1c sector deficit, in.-a concerted attempt to stabilize
consumer prices and in the open1ng of management=-union negot1at1ons to

bring about changes in the wage.1ndexat1on mechan1sm.x

The monetary reaL1gnment of 4 October 1981 is a further reason why
this new course of econom1c policy in all its aspects shoutd be transLated
~into action as qu1ckLy as. poss1bLe. The cycL1caL background will be favou-,/
rabLe : buoyant export demand, a moderate upturn in domest1c demand and the

‘probable conf1rmat1on of a slower movement of prices. Thus, after falling

back slightly in 1981, gross domestic“product is likely to register a rise

of close on 2 4 for 1982, while the rate of pr1ce rises is Llikely to fatl
spontaneously below 17 %. This is a prop1t1ous background for the def1n1t1ve
introduction of the proposed anti-inflation package which, within two years,
should bring inflation‘down7to cLose to the average rate prevailing in

trad1ng partner countr1es and: at the same time keep the economy on its

\
HEE S R i

med1um-term potentval growth trend.

The keynote of economic poL1cy for 1982 must, and moreover can be,

the resoLute reduction of 1nflat1on,' consequentty, the cruc1aL objectives




- .are not to be unduly severe.‘The aim. of budget management in 1982 must therefore

3
o

. S .

I, .

be pursued s1muLtaneousLy. Efforts must be mdde to br1ng down further the i
'economyns ngu1d1ty ratio, by,ach1ev1ng both a further relat1ve contract1on fn @
overalt/tending and a furtherireduct1on in the degree of l1qu1d1ty of financial
osavingst Theigreatest;problemfw1lt be to L1m1t the pubL1c def1c1t - to a level

of LIT‘BO'OOO:bitLion\for'the net borrow1ng of the pubt1c sector (broad def1n1t—~

L

: 1on) and to some 9 % of gross:domest1c product for the generaL government

borrow1ng requirement - but this is essential if the credit constrafnts on f1rms" e

' be to free new resources and 1n part1cular to cut spend1ng, for if budget voLumesl
'::are Left to deveLop spontaneousLy, th1s ob3ect1ve wouLd be exceeded by far. But

the Long months of effort ‘to break the v1c1ous c1rcte of pr1ce ahd cost increases
must, on thefr side, also produce dec1s1ve resutts. This would be ach1eved if, /
as & result of the. success of government steps des1gned to slow consumer pr1ce r1ses
‘down. further, moderat1on preva1ts 4n.the renewal of the numerous and important pay :
,agreements exp1r1ng at the end of 1981 and if, secondLy, the partfes concerned reach

.

r'agreement in their efforts to. make the r1g1d sL1d1ng scaLe mechan1sm more fLex1bLe.'

. Over and above, these short-term measures, it 1nflat1on is to be et1m1nated
permanent arrangements must be made in future to reduce ‘sharply - the extent to whfch
L1qu1dnty js fed by the pubL1c sector def1c1t/: 1n the past, the Latter ‘has been 1ts
jma1n source. Two types of Jct1on are requ1red L the former concerns the f1nancfng ef
fthe def1c1t, the Latter the deficit 1tseLf For the former, the Treasury s calls >

on the market.must be Limited by graduatLy transformfng - th1s is now be1ng done'-~

the treasury 1nto ‘the role of banker of the public sector, further,‘stopp1ng auto- ”{~""”

 matic. 1ntervent1ons by the central bank at the auct1ons of pubLfc secur1t1es must
lead to better control of.the monetary base. As for the def1c1t 1tseLf the need e
'to check its growth 1mpt1es an effort all the more energetlc, since 1t w1LL have B
'to concentrate on the current baLance. It would ampty, in part1cuLar, ‘a ‘better B
control. of the operat1ng costs of pubL1c adm1n1strat1on and pubL1c sector serv1ces,
'the requ1rement to- br1ng 1nto equ1l1br1um certa1n public sector operat1ons that

are in: structuraL deficit = the heaLth serv1ce and pension fund, pr1mar1ly - and o
chang1ng the system of automat1c transfers from centraL government tax- rece1pts ﬂ

to reg1onat and LocaL author1t1es, and the re—1ntroduct1on of taxes for the1r benef1t.‘”,

i




Tbe other anti-~inf™ationary moves which are necessary, such as the
eliminacion of the rules and gustoms which faLL heavily upeon distribution and

construction costs amongst ofhers, relate to supply side ooL1cy, and hence

F
{q to all the measures suited to hastening Ihe,adjustment of structurgs of produc-
é' v tion to the requirements of a competitive economy.
/:’ . . . R . . ’ . .

T The most necessary and urgent of these moves concerns energy, where, y

as a result of delays in introducing a sysfematic hoLicy of saving and substit- -
ution, the situatién is one of st‘LL extreheLy high dependence on imported oil.
A v1gorous effort will have to be made during the next few years towards conser~
vation, the promotion of nat1onat sources of energy and nuclear productvon, and
the conversion to coal. Other effects on the structural side will be necessary
to help further the remodeLLiqg of industry, to bring about a shift in its centbé

-of gravity from traditional manufacturing industries and heavy industry, often

badly affected by international competition, towards high technology industries

B »: with a high value added content, which ought to develop a more necessarity‘

E favourabte\baLance of trade. In addition, steps should be taken towards ensuring
vthe better exploitation of agricultural and tourist Dotentiat4 Lastly. the streng-
thening of structures of productwon requ1res increased efforts to improve the

env1ronment within which enterprises operate. They should aim, in particular, at

;greater efficiency in public serv1ces, at a wwder participation by the southern '
reg1ons in the general effort towards adjusting structures of product1on, and at

a more satisfactory matching of professional training to requ1rements._
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- Table 10
< Haiy: main economic aggrogates, 1960-198 1
| Gpp: épp Unemployed  Rise |n"<;aompmsa'uoﬂ v Cg;::‘ ‘ ﬁ:’:"‘ s:z;\{:;c; , \ Tfé';?
i v;z‘z:: ; qm\:‘c'l"um '"\,,",?,?é’;‘ eon;\::z:; ' omplo;’:; ] b;fs;r::né L gowbala::et' households . qrf;:g’? :
o o i , . , ; - .
T Tt w % %2 %2 %OooP % GOF A =
| 1960-69. 5,9 . 6,3 - 5,5 3,5 10,3 +1,7 =1,9 . . 13,9

. -1970-79 3,3 . 2,5 5,6 13,2 17,8 *0,2 -9,1 25,2 19,6
(1979 5,0 4,0 7,5 14,9 17,9 +1,6 = 9,4 26,1 20,3
b 1980 4,0 30 80 21,6 . 22,0 -2,5 ~-7,8 2,3 12,0 (5)

981y - 0,5 -o,6 86 195 19,3 -2,3 =90 23,5 325
onllm;n;iynﬂmdm Cpmm\uloﬂmot;mbui;d, “ “.
}chamawpumw‘od. annual rm.» : .

i(F) erootyesr |

i(4) SOEC definitions

I(5) M3 = 1980 & 16,9

T 1981 2 17,5
i B -
E




- . - L . In Luxembourg, gross domestlo product fell by about 3 % in 1981 )

' a“d could again decrease in 1982 entalllng a worsenlng of uhe employment

7 situation which wntil now has remained reasonable. As a result, 1nduutr1a1,
restructuring and the need to keep producuion costs as low as possxble \
has become more urgente In this regard, the applloatlon of the aﬁreement
concluded last May by the social pa“tners, which, in partlcular, entails
a more flexlble applluailon of theAsystem of 1ndematloh, ‘should make a
smgnlflcant contrloutlon, thls developmert seems especzally onporuune in

view of the recent acceleratlon of the increase in consumer prlcese

The s%ricter,eipendi%ureMpdiicy sdt out in the draft budget for
1982 Should aim at securing ' a margin of manoeuvre necessary for

industriai restrucfuring and should aﬁoid an increase in the tax burden.

That 1mplles not exceeding the llmlt flxed for the net deflclt in the
Sta,tes' ‘budget (2,6 billion framcs or 1,9 % of GDP)s’




C1060-1969 3,9 3,8 01 23 62 T,1  +1,7
- 1970-1979 3,1 1,6 0,2 6,6 10,4 . 18,5 +2,6
1979 S : 3,6 295 0,7 - 449 6‘r2 - 28,7 + 0,1
, 1980 S 0,4 '-;-'-"0,6,; °,7j 63 8,2 22,8 - 1,3
298Ley =33 =3,6 L,0° 7,9 .90 186 =-3,0

Table 1 1

Luxambourg. matnmnomlcaggregaled 1960-19841 e g : i '

: i R C@DP - GDP Unemgloyad * . - Rissin ‘Compensation " Current’ ‘General - _Savings

Nvolume o volume in labour . consumer - per _Caccount . government ratic of
 growth. - growth-per . torce prices employee -balance of - ©  bal RO - )
. X occupied . N . ) - - paymnts - ‘ :

- person

Cogrowth o
M2M3

Monay
supply

%T. U Y% % %2 %2 %GDP . %GOP - %
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I

o

e

A
. |

Proliminary sstimate of the Commission sorvices on the basis of prmnt or cntlcumod poucma Lo e
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PO - For the Nétherlands, the forecasts for 1982 show an imprbvement in
the economlc situation relative to that in most other Communlty countriess
y ‘ Output resumes an upward path, while the rate of 1nflatlon remains relatively

moderatee The current balance of payments surplus, small in 1981, coutd reach
about 2.2 % of GDP in 1982, LargeLy as a result of an increase in the price
of'exportedygas. - : . , o /

Howéver, this encouraglng trend hldes‘a less favourable outlook for
the medium term- official pro;ectlons show a growth rate of only 1 % in GDP
'between 1981 and 1985.

The Dutch authorities are therefore concerned to consoL1date the
competltlve pos1tlon of the economy. The achievement of thls objective
depends on a change in industrial structure resulting, in partlcular, in a
1éss intensive demand for energy, bearing in mind the levelling off of

néiural«gas prodﬁcfibn in the 1980?8.

It also rests on continued wage restraint both to reduce production’
‘costs and to engure'fhe profitability:of the investments nécessany ﬁp adapt
the industrial structure. R |
The reallgnment of the central rates of the European Monetany R
System, agreed upon on the 4 October 1981, giving an effective appreciation of the .
guilder of 3,5 7% aga1nst the members ‘participating in the exchange rate mechanism, -
/ogqeéglggngg;gﬁég ﬁglggﬁz down 1mport costs, through the beneficial impact of -
the 1mprovement of the terms of trade on real incomes and through the en=

1'hanced p0551b111tles for a reductlon in 1nterest rates.

A final element of the strategy which seeks to support the competl—
. tlve p031t10n is to stablllse the flscal burden and to reduce the budget
deficite The 1982 draft State Budget, publlshed in Sepuember, which shows a
reduction in the General Government borrowing requirement from 7 3/4 % of -
" national income in 1981 to 6 1/2 % in 1982, has beer drawn up with this aim -

2




 in minde It con'ta:r.ns substan‘hial econonues, notably oh - s’gc@él welfare ‘
: pmm‘%s, eﬁ.vil uwaﬂc pty md. pu‘blio hea.l'hh. R e / S il ﬁ
The 'smplementatmn of budgetary and fmanma!. pol1c1es in 1982 should
y take a.ccount of" the repercussmns of 'hhe rea.l:.gnment on the 4 Oc’ho’ber. o /
oA reduc’tmn in the 'bud.ge‘t d.efzcrb, such as indz.cated above, does not : \ Lo
el:.m:mate ~khe dangers of mflata.onazy fma.n(tmg and ma;:.ntams the tax:. 4 ’
. -1 burden 1n the Netherlands at one of the hlgwst levels in Europe. ~ ‘I’he‘ ~
' 'worsenmg u.nemployment sxtuatxon may however ‘require select:.ve measures. ,
EE‘ . _:,: ~
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- Table 12

- Netherlanda: main eeonomlc\aggregates,,1960-19&1 - - IR - '

GhDP GoP Unemployed Riio in _Compensation Current General Savings Money
voluma volume in labour consumeor per X account government - ratio of supply
o growih growth per force - . prices amployee balance of balance  households3d growth
occupied ) , payments . M24
} y person - ' ® i )
%2 % % ) %2 % 2 T % GOP - % GDP ” T % %
1960-1969 5,5 3,8 0,9 4,1 10,4 +0,5 =0,6 8,7
1970-1979 3,5 30 3,0 7,5 11,7 +~1,3  -0,8 17,6 11,6
1979 - 2,2 04 4,1 . 44 T,8 =1,3  =3,7 4,5 1,6
- 1980 05 02 4,9 69 58 =14 =3,7 13,3 3,6
1981 () - 1,1 0,4 7,3 T)5 43 +0,6 =4,1 13,1 6,6

CEe e

Preliminary estimate of the ’Commiss»on sarvices on the basis of present or mﬂe&pﬂted policluj

1

2 % change over previous period, annual rate.

3 Private sector.

4 Engofyear.

) }
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The Llevel of output in the United Kingdom economy is now show1ng signs '/

- ..stabilising,. ‘with GDP having fallen by nearty 6% since the second half
of 1979; Total’ Industr1at output fell by over 147 between m1d 1979 and
“mid= 1981. PartLy as a resuLt of this" faLL there has ‘been a rapvd rise
\y1n the level. ot unemployment wh1ch NOW: stands at more than 11% of the
‘work1ng populat1on. On the other hand there has been a marked fall in
"~ the undertywng rate of 1nftat1on wh1ch has more or less haLved since
. 1980. ' ' ‘

?\ RRE R M ,' The very modest recovery now in prospect, weLL below that\ant1—
‘ cipated for the Community as a whole," depends heav1ty on the reversaL of
. _the stock—bu1td1ng cycte but the recent deprec1at1on of sterlwng w1LL ’
< rfh_ : vheLp sustain -the" momentum of any recovery by st1mutat1ng exports. More-} :

over, despite th1s deprec1at1on the rate of 1nftat1on in 1982 can be

‘expected to dectlne further, although it 1s L1keLy to rema1n 1n double

figures. R o k ',1; ~gap;°ﬁ

+ g . s

g ‘ S1nce 1979 the thrust of the UK author1t1es' pol1cy stance has
i been the controL of domest1c 1nftat1on. This end has been sought through

‘monetary and fiscal control within the framework of a Med1um Term F1nanc1aL
*Strategy (MTFS) wh1ch requ1res ‘that pubt1c expendwture and public sector o

P berrow1ng, as a percentage. of GDP, shouLd be reduced over the med1um term.

ALthough in adopt1ng th1s strategy account was taken: of the
',d1ff1cutt1es that it would br1ng in the shorter term, 1t is clear that -

" the r1se in unemployment has been far greater and Longer L1ved than ant1-r
'\c1pated As a consequence, in formuLatlng pot1cy two cons1derat10ns 7
must’ be kept in mwnd. On the one hand, there is-the need to ensure the
dcontroL of 1nftat1onary pressures and the stab1L1ty of f1nanc1at markets.
~ On the other hand, a clear strategy shoutd be 1mpLemented to 1mprove the : -
i productive capac1ty of the economy and to aLLev1ate the SOC1aL costs of '

the ad;ustment process, part1cuLarLy the d1ff1cutt1es on the Labour market.’

by a7 T T e i
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Measures of the kind announced in June to increase youth empLoyment and

4

oL tra1n1ng are a step in this dxrect1on.

‘:.Thehpresentrfisoal staneefehould ensure that thebﬁuoLie’Seotor.
, o ,BOrrowing Requirement (PSBR) outturn for 1981-82'wiLL’bekbroadLy in line
/’} - A w1th the MTFS f1gure of UKL 10 500 m1LL1on, a substantial faLL in - a s1ngLe
%, - _< year. Indeed, as a proport1on of GDP, the PSBR in 1981-82 is L1kely to

f* 4“l ' 'faLL to 4, 37, compared to ‘6% in the previous’ f1nanc1aL year. . The growth

of stertwng M3 however, 1s L1kely to be somewhat outside the target range

of 6% = 104.

St

For 1982-83, the author1t1es present intentions are that the
PSBR w1LL fall somewhat in absoLute terms, towards the- trend vaLue set ’
out in the MTFS (3,2 % of GDP). PubL1c f1nance plans- should give ‘greater ;

“priority to the,foLLow1ng areas. !

~

to expandFthe spec1aL empLoyment ‘measures;

to redute‘the emp loyers™ Nat1onaL Insurance surcharge,

 §’ . o thus;towering\empLoyment costs,‘or

bring‘forwardiworthwh1te investment projects. ) - .

Poesibte‘édditionaL”expenditure (or reduced income)'correspOndtng

to an increase in the PSBR beyond its trend value (3,2 % of GDP) should

al'so be attributed to these sectors.

4 . ’ - — :

| The proposed fall in the PSBR between 1981-82 and 1982-83
- o as a percentage of GDP shouLd not be 1nconstent w1th a target growth
rate of 5 - 9% for steerng M3 in 1982-83 though this might 1mpLy a

~&h1gher 1nterest rate structure than mﬁght otherwwse be the case.




;_ e R To re1nforce the contribution whtch such a stance of f1scat filiﬁg%m? .
Ll%;‘f; Y ;pot1cy can make towards ‘reducing earn1ngs growth, 1t is 1mportant that- ,"~';i?25"
E’ yb “the author1t1es keep a f1rm grip on pubL1c sector pay r1ses. Thﬂs wouLd»*\pxﬂ“- 74}.
o ’;facilvtate the overaLL control of pubt1c expenditure and. 1ncrease the L P

“flGovernment s ab1t1ty to take steps, as outL1ned above, to -deal w1th the'uw - ‘f #

e

).v‘ ?',~ 'current d1ff1cutt1es.

AR B ?“7“7 ALthough the recent’ marked dOanard movement in the value of
: t'sterL1ng witl have 1mproved the compet1t1veness of UK, 1ndustry, the main -yy”;;

tﬁfVT'”' 'fa1m of econom1c policy” 1s to reduce the -rate of 1nfLat1on, this suggests

. ‘should therefore cons1der the” poss1b1l1ty of\adopt1ng 3 target range for
: usterh1ng.i W1th the 1mproved budgetary pos#t1on and an. underty1ng rate of
¥c09t and price’ 1nftat1on which no . Longer: dﬂverges greatly from that of the

I\-‘“kaildthe need for exchange rate stab1t1ty from now on. The UK author1t1es

Commun1ty average, both the cred1b1{1ty of such a poL1cy and the means for
dts 1mpLementat1on wouLd be ass1sted by the adherence of stert1ng into theg

B .jexchange rate mechan1sm of the European monetary system.‘f‘

frtﬁt' o e The - fierce oompet1t1ve pressures to wh1ch the UK has recently been "4855

fsubjected have undoubtedLy provoked substant1al 1mprovements Ans eff1c1ency.

g ﬁ/fﬁNonetheLess, much remains to be done to overcome the Longer term structuraL
CETR: 'ﬁd1ff1cultnes‘of the British economy. In part1cuLar the UK st1LL suffer5~

. from: | T

- retat1veiy h1gh LeveLs of reaL wages, Low labour product1v1ty and

Low prof1tab1l1ty,

>~fa Low LeveL of productive 1nvestment-‘ gea SR R

? -Sanginadequatety competit1vevproduct10n StrUcture.{
‘vf{ T ;; »y By reduc1ng the growth of earn1ngs in the Longer term to or below
;the rates obta1n1ng 1n other maJor 1ndustr1aL1sed countr1es, and by ma1n-
n?ta1n1ng, and 1mprov1ng upon, the ga1ns 1n product1v1ty aLready made, the A
Uk shouLd be abLe to increase s1gn1f1cantLy 1nvestment profttab1t1ty both
" in. absoLute terms, and 1n compar1son to other countr1es. ‘At the same’t1me

N ;~ ) 5: there wouLd be a strengthen1ng 1n the compet1t1veness of UK exports.




R 7 ‘Greater investment profitability and improved export competitiveness
should then provide the stimuli féf the investment needed to increase
labour productivity further and to effect the longer term changes in

industrial structure. This 1nturn would Lead to a longer term improvement

in the UK growth and employment prospects,
‘However, th1s process requires a maJor change in the composvt1on
of national income, w1th a reduced Labour share but increased prof1ts.
This itself would be a reflection of a necessary shift of resources away
~from consumption, which has risen rapidly over the last few years, to-

wards investment and exports;
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.
Tabu>\13 ‘ ¥
Unlted Kingdom: main economic agéregalas. 1550-1881 } : . e - L L *F
GDP .~ . . GDP  Unempioyed | Risa i Compensation . Current General Savings Money
- ‘volume . volume Inlgbour - -consumer per acoount government 5 ratioof supply
growth growth par torce -, . prices . employes balance of _balance  housetioids 3 growth R
B . occupled ) . ) payments ' o o M3 4 o
person . ) . . i . C oo .
%2 % % . %2 o w2 %GDP - %GDP % %
196‘0'69 B 3,7 1,8 1,8 L 3,5 6,1 -9,3 - ...1,0 . 8,1 5,2 ‘
1970-?9 o 2,2 ~ ‘22,7' : 4,0 12,3 - 15,1 '-0,"9 L o=2,h ‘]1,3 13,8 ’
1979 0,9 0,4 5,5 12,5 15,7 . =1,2  =3,3 14,1 12,7
1980 LA 0,4 6,9 15,5 19,6 L2 - =35 15,1 18,6
1981 (D -1,2 0 .2,5 0 10,2 11,8 12,1 1,2 -2,2 13,0 11,5
= of the & i umauonmunnoﬂpmom«muwwm- -
2 % ch‘nqe om previous period, annual rate.
: UK national accounts basis. . - \

© Sterling M3.
In 1979 and 1980 the statisti ning the woply are distorted by the oxmtnca of the eond controls mﬂ by Mr Won in mld—1m ¥ these dnhniono are

) corrected the crpm rates would-be about 14,8% in 1979 and in 1980,
-, Note = Flg_pes up. to 1979 are on._an Esgﬁbas1s unLess otherw1se stated

¥
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5. Conclusions

The industrialized countries, aimost without exception, have
been hit by structural §hif?5‘in the Qorid eocnomy, by the'conseouences
of the two oil prieefshocke, interest rate and exchange rate instability
and public budgets and baLahce of payments disequilibria. IndustrﬁaLized
and developing countries'etike are in the throes of a painful and contin-

uing adjustment crisis.

But some,industrialized countries, such as the USA and in parti-
cuLar Japan, have been more successfuL in coping with the adjustment
constraints of the Sevent1es. From 1974 to 1980 the USA has increased
total empLoymentrby 12 million persons, whereas for the Commun1ty, the
increase was a mere 118 thousand. - Because‘of her compet1t1veness and
'vdynamie appfoaoh to exbOrting, Japan's-economy has since 1976 grown by/
‘fS 3% a year.' Both the USA and Japan have recently been back in surplus

on theijr current accounts (see TabLe 14) .

_ on top of this adjustment crisis‘has‘come the recession caused

by the second oil price rise and the dollar's jnstability. It has been.
‘more 1ntractabLe for Europe and has inflicted more damage on the European
" economies than on Japan and“the USA. In 1981, real gross domest1c product
 for the Community as a WhoLe.wiLtrcontract stightly. From early 1980
until today, the nomber of registered unehptoyed in the Community has
climbed by some 3 million to over 9 m1LL1on, over 8 % of the Llabour force.
Successes in holding down 1nfLat1on have remained modest, with cost and
pr1ce trend divergences w1den1ng between the member countries. Balance

of payments def1c1tsrand 1nterest rates are at record levels.

The busimess cycle is now turning for the better in Europe.  The

~ challengé to the Community is to~ensure that the moderate recovery now in'
prospect for 1982 is devetoped into a period of susta%ned growth and
stability wh1ch creates new jobs and reduces unemployment in a cL1mate of
low 1nfLat10n. But this export ~led recovery rema1ns fragile and depends

on the optimal interaction of a favourable expans1on of world trade, imp-
roved and sustained competitiveness in the: Member States and declining ;
'1nterest rates. It shouLd be reinforced domest1CaLLy by “improved corporate
fprof1tab1L1ty, more effect1ve 1ncent1ve schemes and the easier availability ‘f
of ;apataL to encourage 1nvestment and facﬂLstate the renewal and ‘ |

 restructuring of productive'capaoity in Europe. -
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A better baLance of payments performance wouLd 1ncrease the scope

‘ ‘ for br1nging down 1nterest rates and easing monetary. rastra1nt. If the. i
id;k : e"‘COmmunwty wishes to take advantage of expand1ng external demand, all tenden—;ff
L ‘eies toward greater protect10n1sm ‘should be f1rmLy checked To the extent
that some poss1b1L1t1es ex1st for a seLect1ve support of demand th1s must

|
! - ~‘-j be used 1n areas where ‘manpower and product1on fac1L1t1es are’ ava1LabLe
A 2

-

and where the d1rect “impact -on the baLance of payments 15 sL1ght.

The reaL1gnment of centraL rates 1n the EMS on 4 October is. a new

imapiens e o S

i B SRR W oS, S R

In 1tseLf the reangnment was a-act of sound management, conf1rm1ng that
the system can adJust w1thout Lett1ng Loose erratic or overshoot1ng exchange :
rate movements among part1c1pants. However, it aLso underL1nes the need '
for renewed and stronger efforts to. ach1eve convergence in-cost deveLop-
ments and in budgetary and domest1c monetary poL1c1es. In add1t1on,,the_n'
reaLugnment 1tseLf warrants: 1nternaL policy adJustments, on ‘the one hand
for. str1cter poL1c1es for controL of puwac deficits and costs 1n devaL— e
. uing countrves, and on .the other hand" for ‘measures- to support act1v1ty in 1;r'
revaluing countrtes, notabLy through an eas1ng of 1nterest rates. On- the .
. basis .of better convergence and coordination of poL1cy along. these L1nes,
‘ - the Commun1ty w1LL be in a pos1t1on to strengthen the EMS, wh1ch forms an
: essent1aL element in the spectrum of poL1c1es requnred to turn the recovery
’ 1nto a ber1od of susta1ned and stable. grwoth -

7 The improved outLook and probabLe performance in 1982 fall far
- short of wnat is needed either to reverse the trend of unempLoyment and
absorb the 1ncreased supply of Labour, or to make good the econom1c weak~
‘ ness "and poL1cy errors which Left Europe 1LL defended aga1nst the ‘major
lshock waves that have passed’ through the worLd edonomy. B
The need 1s for more radwcaL .and fundamentaL changes in the. macro-d
econom1c management of pubL?c budgets, 1n sectoraL adJustments and in
the behav1our of soc1aL partners- Our exper1ence within the Commun1ty and
- outside show that these . enormous econom1c adJustments are poss1bLe, and
1ndeed can ‘be crowned with success as Long as the fundamentaL econom1c

pochy cho1ces are correctLy set

po1nt of reference for the management of econom1c poL1cy in the per1od ahead.;’f*
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" Proposal for a
COUNCIL DECISION

:ing the annual report on the economic- situation in the Community

.aying down - economic policy guidelines for 1982
COUNCIL OF THE EUROPEAN COMMUNITIES,

1g regard to the Treaty estabLishing'the European Economic Community,

g regard to Council Decision 74/120/EEC of 18 February 1974 on the
inment of a high degree of convefgence of the economic policies of
lember States of the European Economic Community (1), as amended by

sion 75/787/EEC (2), and in particular Article 4 thereof,
1g regard to the proposal from the Commission,

1g regard to the opinion of the European Parliament (3),

1g regard to the opinion of the Economic and Social Committee (4),
\DOPTED THIS DECISION

Article 1
council hereby adopts the.annuaL report on the economic situation,in
community (1981), contained in section I of the Annex ZBOint 2 of the
: Reporg7, and lays down the guidelines to be followed by the Member

»s in economic policy for 1982, as contained in sections II, III and

f the Annex éaoints 3,4 and 5 of the draft‘Reporg?.
®article 2
Decision is adressed to the Member States.

at Brussels, ' 1981

For the Council

The President

M NO L 63, 5.3.1974, p. 16
) NO L 330, 24.12.1975, p. 52
2 NO© .

2 NO



Barbara
Rectangle

Barbara
Sticky Note
MigrationConfirmed set by Barbara




