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FOREWORD

oo

Under Article 4 of its Decision T4/120/EEC of 18 February
1974 on the attainment of a high degree of convergence of the economic
policies of the Member States of the European Becnomic Community,
as amended by ite Decision 75/787/EEC of 18 December 1975, the
Council, acting on a proposal from the Commission and after consulting
Parliament and the Economic and Social Committee, is required, during
the fourth quarter, to adopt an annual report on the economic
gituation in the Community and to set the economic policy guidelines
to be followed by each Member State in the following year. Once the
report has been adopted by the Council, the respective governments
must brirg it to the attention of their nationel parliamenils so

that it mey be taken into account in budget debates.

The guidelines contained in this draft may have to be
adjusted to take account of economic developmenis when the Council
carries out its annual examination of the econcmic situation in

the future(1).

1
(7’”he draft of this report was adopted by the Commission on -
12 Cctober 1977
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- PROPOSAL FOR A COUNCIL DECISION

of 1977

adopting the annual report on the economic situation in the Community and

laying down the economic policy guidelines for 1978

THE COUNCIL OF THE EUROPEAN COMMUNITIES,

Having regard to the Trealy establishing the European Lconomic Community,

Having regard to Council Decision 74/120/EEC of 18 February 1974 on the
atteinment of a high degree of convergence of the economic policies of the
Member States of the European Economic Community (1), as amended by Council
Decision 75/787/EEC (2), and in particular Article 4 thereof,

Having regard to the proposal from the Commission,
Having regard to the Opinion of the European Parliament (3),
Having regard to the Opinion of the Economic and Social Committee (4),

Whereas, in sdopting Council Decision T7/492/EEC of 25 July 1977 (5), the

Council approved the analysis of the economic situation set out in the

Commission Communication of 7 July 1977 concerning in particular the prepara-—
tion of the public budgets for 1978; whereas, in accordance with thnt Decision,
the Member States shall pursue economic policies in conformity with the
guidelines on the preparation of the public budgets for 1978, which are specified
in the Annex to the said Decision;

HAS ADOPTED THIS DECISION:

Article 1

The Council hereby adopts the annual report on the economic situation in the
Community as contained in Sections I and IT of the Annex and lays
down the guidelines to be followed by each Member State in its economic
policy for 1978, as shown in Sections IIT and IV of the Annex.

This Decision is addressed to all Member States.

(1) 0.J. No L 63, 5.3.1974, p.16.
(2) 0.J. No L 330, 24.12.1975, p.52.
3) 0.J. No

4; 0.J. No

5) 0uJa No L 204, 10.8.1977, p.6.



T HOONONTS STTUATION TN THE COMIUNITY

T. THL BO

1ol In terms of the objectives fixed, developmenis so far

' . s o s a4 e o
in 1977 hrve been both positive ~nd nes-tive. Whilst growtih h-s

been sl ck ~nd conditions on the 1 bour merkel have deterior:ied,
there hrve =t the same time been signific-ni gins with regrrd to

the balances of payments, and also on the prices front.

1.2 During the summer, industrisl vroduction in the Community

berely exceeded the peak reasched in 1974. The growth in the
Community's real gross domestic product was in foct only about 37
between the third quarter of 1975 - the fime vhen the recovery
began to zet under way — ond the same gquarter of 1977. This rate is
rather lower than the rate normally recorded two years after the
lower turning point of 2 business cycle has been passed, zlthough

activity hed never previously declined by so much as in 1974-75.

In the past recoveries hove alwaeys engendered on improve~

ment - sooner or later — in the employment siturtion. This time, the

number of persons in paid employment has in fact fallen = little,

end the unemployment rate has gone on inereasing in most of the

llember States, this being mainly owingfto highef productivity reserves
and the increase in the size of the labour force. For the Community as
a whole, the rate was 5.6% in the third quarter of 1977, compared
with 4.8% two years previously.

1.3. This diszppointin= performence is cocounted for by the inade-

quacy of the feedback effect and growth diffusion which were features of
preceding cyclical recovery phoses. The booster effectis on fixed
investment demend stemming initially from the need to rebulld

depleted stocks and from the recovery in consumption demend, and
subsequently from the consolidation of export demand, have fzllen

short of nseds.

-
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The spontrncous factors which normnlly drive forward

econonic activi%& will remain weak in the second h~1f of the yenr.
Fowever, a number of developments should combine to produce more
Tavourable conditions; theée inglude the effects of measures adopted
earlier and the relaxation of monetary policy since early'1977, which,

though only moderate, has been fairly general.

In most of the member countries, the two demand components
most likely to provide more support for the economy in the second
half than in the first-half—off1977 are private consumption and

public expenditured

The fedoveryrin industrial investment should
continue at an appreciable rate in the United Kingdom and Ireland-
Tn certain Member States (Italy, Denmark), the economy will be umors
influenced than in the past by restrictions introduced previogsly.u

1.4 With regard to external payments,'the Community's deficit
countries (United Kingdom, Italy, France, Ireland and Denmark)

taken together should reduce by more then half their totzl cubrent

socount deficit for the full year (1)«France's current account deficit
should be a good deal lower in 1977 than in‘1976 (2 5 800 million).
The United Kingdom and Italy will probably achieve or come near to
equilibrium on their current accounts, conirasting with their deficits
in 1976h(5 2 500 million for the United Kingdom and ﬂ 2 800 for
Italy).'The surplus countries (Fedﬁral Republic of QGermany and the
Netherlands) will see only a slight drop in their aggrogate surplus

as compared with 1976. The current balance of the Community taken as

a whole should show a déficit of about $ 2 000 million in 1977.

1.5. With regard to price and income trends, thé upward movement
in wholesale prices, consumer prices and earnings has gradually slowed
down in most of the couniries (2). In 1977, the consumer price level in
the Community will have indreased bylapprcximately 9.5%; the rate of
inflation will probably be lower than this for the second half-year
taken as a whole. The United Kingdom, Italy and Ireland, in particular,

have achieved considerable success in their efforts tp stem the upward

price movement. ‘ /
o ®

(1) ¢f. Table 1.
(2) Cf. Tables 5 and 7.



1.6, In 1977, the rate of economic growth for the Community

‘ : - 1 ol -
considered as a whole will probably be only about 2.5, compared

with about 4.7% in 1976 (1).

This disappointing performence is largely @ result of the
need to combat inflation and restore external paymentis situsitions
which have led the deficit states to meintain restrictive monetary
and budgetary policies. At the same time, the overall effect of poli-
cies to restore their sconomies to a sound footing conducted by the
deficit couniries have not been offset by more exponsionary policies
in the "strong currency" countries. In the Federal Republic of
Germany, public—sector deficits have been scaled down at a rate

which cen be regarded as very fast, given current needs.

Consequently, to achieve the growth objective set for
the 1976~30 period =~ which would be needed to reduce unemployment

from the rate of 5.4% now expected for 1977 to & rate of 3-4%
by 1980 = the volume of the Community's gross domestic product would

have to expand in the coming three years at an annual rate of some 5-6%,
But the present outlook suggests a growth raite of something between only
334 and 4% for the full period 1976-80, unless there is 2 substan—
tial change in economic policy and an improvement in the social

consensus.

The share of gross fixed investment in gross domestic product
will probably fall short of 21% in 1977, although the fourth programme
calls for a figure of 237 in 1980. To obtain this last figure, the
expension in terms of volume of fixed investment should, in the coming
o

three years, be running at at least 79%; in fact, it was only 3%
in 1976 and will probably be down to 17 in 1977.

In coming years, additional apprenticeships and jobs
for an annual increment of 600 000 to 800 000  persons. .
will hove o be created. In view of populetion trends, the znnual
accrurl of employable persons'vill rise steadily

to more than a2 million in the eighties.

/.

(1) cf. Table 1.
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TeTe The impaot of atructural difficulties on the econony,

particularly on unemployment, has increased. It is true that
structural problems had been bullding up in all the Member States

well before the economic crisis. But mounting prices for raw
materials, the unexpected leap in oil prices, the effects of persistent
inflation, the marked changes in exchange rate relationships over

the last few years, the general recession in 1974 and 1975, and the
inorease, in many developing countries, in export~orientated produc-
tion capacity, have all helped to make the need for structural

adaptation a matter of much greater urgency.

All the Member States, without exception, are now in a
transitionsl phase during which demand, production; employment and
income structures are undergeing extensive change. Economic and
psychological obstacles are also hampering their efforts to reduce
dependence on oufside energy sources. In many areas, no solution has
been found to the wide range of structural problems, and as a resulsi
uncertainty and cyelical weaknesses have generally become more

Severse.
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IT. ECONCICIC OUTLOOK AND ORJECTIVES FOR 1973

2o This report outlines the economic prospects for 1973, t-king

into account economic policy initiatives already
» It then establishes ~» "normrtive scenrrio™ which, if followed,

could well restore economic trends to a normal course and bring actual
developments closer to those which rre desirsble if the ohjectives

set out in the fourth medium—term economic policy progremme sre to

be met.

2.7, The development of world business activity foreseen

for 1978 will probably be rather hesitant. The diffi-

culties hempering the mein industrislized non—member countries in their
efforts to mrintain (United Stetes) or restore (Japan snd Cennda)
sufficient vigour in domestic dem-nd =re beinz compounded by ihose

which o feirly lerge number of small indusiriclized countries hrve %o
contend with in their own efforts to improve their external rccounts
without impriring unduly economic rotivity ot home. The moderating
influence which this siturtion is bound to hrve on trsde trends vill

be all the greater, if, cs is likely, the growth of imports mede by

the OPEC countries slows down’ With regerd to the developinz couniries
trlen s 2 whole, the volume of their sales is unlikely to rise shorply
given the sluzgish economic growth in the industrialized countries,

~nd the foreseenble upwerd movement of rov materisls! export prices

will be = good dezl less ropid than vas the cose nbil April lest
yenr(z). A1l in »11, if the Community fails %o restore imports in terms
of volume to r sufficent level, it must be assumed thatvthe slowdown in
world trade which began.in 1976 will continue in 1978. Leaving aside Com~
munity purchases, the volume of world.imports will probably grow by only 6
% in 1978, cgeinst 7Y% in 1977 and 9% in 1975(3).

to &

o,

-

(1)

Such initiatives include the messures ammounced in Frrnce zt the
end of August, =nd those which the Federal Germen authorities
inmplemented in Mrrch #nd others which they znnounced in September.
<2)01“. Ch=rt A.

(3)gs. Trble 2.
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2¢3. Given the Toreseeable internation-1 environmentit and the measures
announced or already taken, that autonomous demand forces now emerging

the Community undergo no radical change:

(i) the rate of growth of the gross domestic product in real terms
of the Community could well reach 3%% in 1978, or about one

percentage point more than in 1977 (2%%4);

(ii) the number of the wholly unemployed (1977, about 5.9 million) in
the Community mayﬂbe expected to go on increasing; with so many firms

working well below capacity, the expansion of production will entail

hardly any increase in the mumber of persons employed; the mumber of
employable persons will increase in 1978 by 500 000 to 600 000 persons

but not all of these will in fact join the labour force;

(iii) the inflation rate at consumer level may be put at about 8

to 8.5% (Community average). Declining raw materials prices,
generally adequate harvests, and the slowdown in the upward
movement of wholesale ' prices and industrial prices which got
under way in the second half of 1977, are all factors favouring
what may well be a more substantial improvement, but this can
be secured only if further progress is made in curbing the

upward movement of wage costsgy

(iv) the Community's balance of payments on current account will

probably show a surplus, partly because of the moderate trend
in domestic demand in the deficit countries and partly because
of the growing coniribution of North Sea oil. Given the moderate
expansion of producition, there is little reason to expect

any substantial change in the overall situation of the surplus
countries' total balance of payments as compared with 1977.

/.



2¢4. The real GDP growth of about 3%% in 1978 now foreseeable
asguning that the Member States® economic policies are not ochanged,
would not be encugh to bring many firms back to capacity working.
In these circumstances, conditions on the labour market would con—
tinue to deteriorate. In most of the Member -States no stablllzatlon,
much less an 1mprovemenu, in the underlying empIOJment situation can .
be expected unless a moderate cost trend and 1ast1ng GDP growth in
terms of volume of at 4~45% . are achieved, and full employment
cannot be restored without a much higher medium~term growth rate.

The persistent weakmess of demand and pronounced under—
utilization of production capacity could well aggravate the
ageing of plant and equipment and weaken the Community's abiliiy to
compete on world markets. Inadequate investment would make the
creation of new jobs more difficult in coming years; and unduly slow
expansion of production capacity would further delay the structural

adaptation processes which are indispensable.

2:5.- Since the end of 1976, the development of economic activity
has fallen well short of forecasts and objectives set, expansion
having failed to achieve sufficient buoyancy in those countries in
which overall disequilibria have been least severe. What is therefore

now needed is a "normative scenario" for growth.

This "normative economic scenario™ for 1978 ghould include,

for the Member States and the Community, a combination 6f realistic . . .. ..

obﬁéc%ives compatible as between themselves and between the various
countries. The scenario should provide a policy basis for lasting and
sufficxent growth and for higher employment as provided .for in the
fourth medium-term economic policy programme.

eee /[ oo
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It will entail a coordinated econemic pelicy pursued by
+he Member States which will net only reinforce ithe tandency for inflation
rates to fall but will also add vigour to growth forces in the Community as

the year progresses.

These objectives should be the followings

(i) a 1real GDP growth rate for the Community taken as
a whole of 4% - 45%.

(ii) a balt to the spreading of unemployment and &n

improvement in the situation on the labour market;

(iii) narrower disparities beiween the payments balance positions
of the various Member States, and an overall Community payments

position either in balance or even in deficit;

(iv) a rate of inflation down to 7 to 8% for the Community average
(compared with about '9%%in 1977) and a narrower spread beiween
the extremes, down to a range of .under 4% to 10% (4~18% in 1977).
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TII. ECONOMIC POLICY GUIDELINES

a) General guidelines

3.7 These objectives are by no means out of reach in 1978 if all

the Member States pool their efforts. At the present time demand is slack

all over the world, and no country, however important its contribution

to world trade, can hope to revive economic activity by itself. Om

the other hand, if the Member States coordinate among themselves and

work together with the other industrialized countries, they can
mutually strengthen the multiplier effects of the measures they take,
instil new confidence in managements and consumers on a lasting basis
and thus achieve the growth objectives set without jeopardizing fun—
damental equilibria.

Responsibility for supporting internal demand at an
appropriate level lies first and foremost with the Member States whose
balances of payments are relatively strong. However, as the adjusiment
processes gradually progress, other Community countries will be able
4o use the room for manoceuvre becoming available to contribute to

reinforcing business aotivity.

3.2 Council Decision T1/492/EEC of 25 July 1977, on the prepara—

- tion of public budgets for 1978(1 , provides for fuller use of

budgetary policy as an insirument of growth.

The deterioration of economic prospects for next year in
relation to those forecast at the end of the spring of 1977 means

that this Decision must be implemented more vigorouslye.

This is clearly necessary in the Member States still runmning
current account surpluses and whose price trends are still relatively
favourable. In the other Community countries, the question that
must be considered is how far the resitrictions applied to encourage
the restoration of macro-economic equilibria can be relaxed without

departing from the present target.

61)00J0 No. L 204 of 100801977, P-éo



3. 3. In view of the ghorifall in overall demand, promotion of private
and publis invemtment iz no longer & sufficlent counter-messuvra; DIPRONLS
consumption must alse be stimulated, but care must be taken to aveoid
voosting wage costs. In this comnection, the adaptation of personal income
tax would in several Member States, be a useful tool, particularly if low-

and medium~income groups are given prioriity, so as to.avoid merely increasing
' savinge.

3.4, & large number of legal and administrative obstacles {including
hold-ups in consultation procedures of various kinds) are delaying

the implementation of public investment schewes. This is a dangerous
development: the paralysis of an instrument which has traditionally played
an imporitant role during timesg of economie difficulties is liable not only
to slow down activity but algo to generate disequilibris in a subsequent
phase of ithe oyole, when the plauned expenditure is in fact disbursed. To
combat this danger, Member States and the Community bodies should pocl

their efforts to convince the public of the need . for an investment
policy, particularly in the energy sector, snd to induce 8ll the responsible
agencies, partiocularly the local authorities, to adopt patterns of behaviour

more closely in line with current economic needs.

3.5, Generally speaking the increase in the net borrowing requirement

of the ceniral governﬁent engendered by the implementation of these recom—
mendations can be largely covered by non-monetary means: in view of the
wealkness of business investment and ample household saving, it is safe to
assume that the scope for long~term financing will be gradually improving
in most of the Member States and that the situation on the financial markets

will remain relaxed.
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The present situation is in fact apparently sound: 4n general the
monetary financing of this needs of the Treasury has contributed, so far this
year, only to a limited extent to the increase in the money supply (M2).

3.6. Monetary policy will have to be geared to growih and price

targets. Smooth progress at the right tempo of the main monetary aggregates
is an essential condition for a healthy and lasting recovery. Changes in the
aggregates should be properly related to specific situations in each Member
State, especially the balance of payments situation. If monetary norms were
fixed and published, the two sides of industry would have a useful point of
reference for determining wages and prices, and inflationary expectations

would be tewpirad. The need to fucilitate the recovery is not, therefore,

an argument against monetary norms, but rather an argument for them.

Early in 1978, such norms should be adopted, in quantitative
form, at Commmnity level after consultation of the Committee of Governors
of the Central Banks, and of the Monetary Commitiee. This is an important
aspect of the establishment of a Community strategy designed to improve the

(1),

convergence of the economies

3e7e The task of getting the economy moving again and of restoring
confidence cannot be discharged by the authorities working alone: the success
of efforis to achieve the growth goals set and to improve the employment
gituation will depend on the active participation and support of the social
partners. Shouldering their responsibilities together, the social pariners
must face up to the hazards of the current economic trend and the difficulties
resuliing from the need for medium~term structural change. Wage claims should
be properly related to productivity gains and should allow for tax concessions
and stability requirements. Only in this way can the upward cost movement
be slowed down, and firms® profits, the propensity to invest, and the

competitivity of the Member States be improved.

cesfoen

1 ) . .
( )Improv1ng coordination of the national economic policies (Commission
communication to the Council, 5 October 1977, COM 77/443 final).
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3.8 The cooperation of the social pariners will be particularly

relevant to the implementation of a specific employment policy. An expansion

of only moderate proportions, on the scale expected for 1978, will have
no ‘immediate impact on unemployment. With so many firms working well short
of capacity, a large part of the increase in demand will initially entail
only increased productivity gains, an increase in capacity utilization

rates, and an improvement in profits, and only later actually compel firms

to take on more workers.

This means that new measures in the area of employment policy
are needed. These should be of three kinds.

There must first of all be greater emphasis on developing vocational
training and retraining and on improving the effectiveness of employment

exchanges.

All the member countries have taken measures to boost job creation,
especially for young people. These measures should be followed carefully and
their resulis examined, particularly from the point of view of their
effectiveness for thom concerned, but also with a view to Community

cooperation.

Finally, in the present situation, any measures taken to reduce
working hours should be as flexible as possible, should avoid all forms of
administrative constraint and should be restricted to particularly arduous
Jjobs.

The Community instruments (Social Fund and Regional Fund and EIB)
'should make a substantia;'conxributiOn to this action, and +he Community
institutions must also ensure that the’implementatibh of national instruments

is properly coordinated, taking account of their effect on employment.

Ry
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" 3.9, Structural measures are needed to meke supply more flexible and

to facilitate structural change. These should include:

(i)  the implementation of an’investment policy based inter alia on the
Community financing instrument for improving gtructure§?‘proposed py thq_
Commigsion;

(i) a more vigorous drive to achieve energy savings snd to develop

replacement forms of energy;
(iii) encouraging research into and the applisation of new technologies;

(iv) gradual eliminatlon of the large number of administrative obataoles
which hamner inveatmenﬁ by complicating licensing procedures;

(v) eliminstion of discrimination on the financLal marnsts, prevmsion of
tax faoilit1es for small and medxumnsized firms, and measures to

encourage the establisbment of new firms.

310 Various measures of a general nature designed to encourage invest—
ment have been taken or are enﬁisaged at national level. While they are in line
with the needs of ihe economy, they may nevertheless entail the risk of Member
States seeking to outbid each other in this field or that the inter-industry
cost pattern will be distorted. The right way to tackle this problem is to

improve coordination of aid measures at Community level and to ensure that

more information is available.

311« The danger that the business trend may slacken in the»Community

can be avoided only if the growth of world trade makes é‘éufficient
coutribution to economic activity in the Member States. This presupposes
continuing growth in the United States, a recovery in domestic demand in

Japan and the ellminatlon of the difficultles besettxng the small industrialized
countries and the non=oil-producing developlng countries. Imports by the’

latter countries must be encourgged by an improvement in development aid.

Last but hot least, everything must be done to ocombat proteotiqnist behaviour

patterns.
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b) The'guidelines for Member States

313 In Denmark, the economic situation in mid—-summer was marked

by & relatively low level of activity, a persistent, upward trend in
unemployment (6% of the labour force), some increase in the rate of
inflation and a still quite substantial current account deficit

(equal to almost 4% of GDP). The authorities, naturally anxious to
reduce unemployment, have had to take account of the external con-
straints, which has ruled out any across~the—~board reflation. The
programme approved by the Danish Parliament in late summer complies with
this necessity since it calls for tighter domestic demand management to
curb imports and scale down the payments deficit. At the same time,
selective measures have been taken to stimulate employment by stepping
up public-sector invesiment and creating publioc-service jobs as well

as providing general incentives for private investors through the tax
system. These incentives, coupled with the recent adjustment in the
exchange rate of the krone following the devaluation of the Swedish

krone, are sirengthening the competitive position of Danish industry.

The action taken is not expected to have any appreciable impact

on the general profile of economic activity, and growth will probably

remain sluggish. There is expected to be only a moderate improvement on

the investment front, and private consumption may well actually decline
for a short while. All in all, gross domestic product will probably
increase by barely 2% in real terms in 1978 as a whole. Thanks to both
the shift in resources away from consumption to exports and the less
rapid pace of imports, the current account deficit is expected to
narrow appreciably. Success of this strategy w.1l1l, however, hinge on
more buoyant growth in the world economy. The combined {rpact of the
new measures and of the devaluation will add mo~e than 4% to the upward
movement of consumer prices on an annual basis. As a result, prices

are expected to climb by some 103% as in 1977. Apart from the
influence of the changes of indirect taxation and the excnange rate it
is reckoned that the underlying rate of price . “..ilo ti1:) lose some

momentum during the year.

O/ «
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The racent budgetary policy measures outlined within the
framework of a medium term programme feature an increase in indirect
raxation stemming from a higher VAT rate (18% instead of 15%), from
s greater burden of specific taxes on certain goods and services, and
from an increase in some public—service charges and registration
duties. The measures also include more generous depreciation arrange—
ments and additional funds earmarked in the budget for expendifure on
transfers and public investments schemes. Together, these measures
should make it possible to keep the central government deficit to
DKre. 10,000 million in the 1978/79 financial year, a lower figure than
initiaily forecast. Taking into account the substantial surpluses of
the local authorities, the supplementary penéions scheme and the
National Bank, it is expected that the improvement of the public
sector position from 1977 to 1978 should reduce the overall publiec

sector deficit to a level below 1 per cent of GDP.

For the purpose of achieving the priority target of a gradual
return to external equilibrium, incomes policy should comply strictly
with the settlement on incomes this spring. In this way, there will
be no need to take further restrictive measures. The upward movement
of costs and prices must be stemmed if full advantage is to be taken
of the competitive edge gained by the three krone devaluations made
since October 1976.

As for monetary policy, it would be advisable to maintain the
tight controls on domestic oredit so as to encourage capital inflows,
with domestioc credit being channelled towards export industries. The
aim of financing the central government deficit by non-monetary means
should be maintained, with the growth in the money supply being held
down to that of gross domestio product in money terms, to prevent

the success of the adjustiment measures undertaken being jeopardized

by excess liquidity.
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3.14 In the Federal Republic of Germany the rate of growth has

continued to faller. The expansion of export demand has lost momentum
and the propensity to invest ~ suffering from the detericration in

the general economic climate and from the spurt in the upward wage

cost movement — is also tending to weaken. Implementation of the budgets
of the central, Land and local authorities made no net contribution to
economic activity in the first six months of 1977, mainly because tax
revenues rose faster than expected, but also paritly because develop—
ments on the expenditure side were hesitant. With demand sluggish,
managements were reluctant to step up output. And this meant that no
further progress was made in eliminating unemployment either. Overall,
gross domestic product in real terms will probably grow by about 3%

in the current year, a figure a good deal lower than the target fixed
at the beginning of the year. The balance of payments on current account
will probably close with a surplus of about DM 8 000 million. But the
upward movement in consumer prices has slowed down further, and the

average rate for the year will be less than 4%.

If progress is to be made in eliminating unemployment, a GDP
growth rate of at least 4%% would have to be aimed for in 1978. The
Federal Government agreed in September 1977 on additional measures to
strengthen growth and employment. These include, for private consumers,
wage and income tax concessions and, for firms, the depreciation rules
will be relaxed, assistance for research and development will be doubled,
credit facilities will be made available for the establishment of new
firms and grants will be provided for energy-saving invesiment projects.
The authorities plan not only full disbursement of budge! appropriations
for 1977 but, at Federal level, for 1978, an expansionary budget is
being prepared (increase in expenditure of more than 10%), which is
to be supported by the Linder and the local authorities. This means
that the overall expenditure of the central and othe. authorities could
well increase by a good deal more in 1978 (9-9i%) than in 1977 (53-6%).
The net borrowing requirement of the PFederzl -.d Linder authorities
alone will probably inorease in 1978 by about DM 10 000 million, to
M 45 000 million.

All in all, the set of measures; which is exp~o’ -1 4o produce
maltiplier effects particularly with rezard tn the -u © o of invest~
ment, covers a total of about DM 11 000 millirw, t¢ whi:: should be
added, for 1978, the volume (about DM 5 000 million) of expenditure

generated by tax and budgetary positions already adeptsd in the zpring.

(-QD/Q L]
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Whether these measures will suffice to generate growth of about 4%
is not, however, certain. In this connection, it is of particular
importsnce that planned Linder and muniocipality expenditure should
be disbursed more quickly than in the past. In addi%ion to overall
measures to boost demand, selective measures to assist the labour

market will also be needed to achieve a better mutual adaptation of

supply and demand on the labour market.

Those responsible for monetary policy should take account of
the more dynamic performance of the economy, and take as working

hypothesis accelerated real growth of at least 4%%.

Any improvement in growth and employment will depend largely
on the outcome of the next round of wage negotiations. The tax reliefs
approved should make it easier for the two sides of indusiry to
adjust wage claims and pricing policies to the requirements of the
economy. Individual firms should also take advantage without delay
of investment incentives introduced.-A matter of particular importance
for future growth is that administrative and other obstacles to
investment, which at the present time are not only holding up invest—
ments totalling DM 10-15 000 million in the construction of power
.gtations, but are delaying other projects as well, including road
building, should be eliminated as quickly as possible.
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3.15 In France the only component of aggregate demand to make any
substantial contribution to inoreased activity in 1977 was exporta.
Investment has been affected by the weakness of demand. Admittedly
the measures taken to sustain the rate of activit& during the year have
not yet produced their full impact. In response to the weakhess of
economic éctivity unemployment continued to worsen until the middle

of the year.

The low growth in demand has meant that the volume of imports has
been modest, so that despite some worsening'in the terms of trade, essentially
due to the fall in the franc in 1976, and the rapid rise in the prices
of tropical foods, the trade defiocit has narrowed considerably.

While the rate of growth of both real and money wages has g:eatly moderated
in 1977 and the prices set by public authortities have had some moderating impact;
the - overall consumer price index has suffered, particularly in the first half
of the year, from rapid price inoreases'in food, although the norm has
been barely exceeded in the case of manufactured goods. In the latter
months of this year inflationary pressures should diminish, but also
next year the lagged effects of the moderation in current wage settlements,
the slight fall in the oost of credit, the strength of the franc and the
falls in prices of imported raw materials in 1977 as well as improved |
productivity, should be reflected in lower rates of price increase. This
aontinuing‘élow-down should permit a further restraint in next year's

wage Bettlements.

Both the early success obtained in reducing the inflation rate and
in moving towards external equilibrium would be compromised by too much
stimulatory action. But the authorities could find some room for manoeuvre
with the balance of trade moving towards equilibrium and the expected budget
deficit for 1977 at less than 1% GDP. Moreover the French economy possesses
large reserves of productivity which must be used in the siruggle against
inflation. ‘

The government budget for 1978, which has recently been tabled,
incorporates a target of 4.5% growth in the volume of the gross domestic

voe [ oee
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product., Should the economy not move in 1iné with this forecast, additional
measures might prove justified during the year to éustain the recovery,
subject to the international context and progress towards reducing the
rate of inflation. These measures should include particularly aid to

Ilrms 10 develop their training programs and to expand their hiring

of young people who have previously not had a jobe It would be also
valuable to develop the public retraining programs.

The general stance of monetary policy should be maintained. However,
to prevent the selective credit policy producing lasting distortions in
the productive system, the system of oredit controls might in the event
have to be revised. Moreover interest rates are now at a level ocompatible
with the objectives for the balance of payments and the exchange rate of
the franc.
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3.16. In Ireland, growth should oontinue at an appreciable rate during
the months ahead under the combined impaoct of a rapid expansion of industrial
and agricultural exports and a further sharp increase in investment. In
addition, private consumers' expenditure is likely to accelerate at the
beginning of 1978 owing to the effect on incomes of measures planned by

the Irish Govermnment, which will also stimulate public consumption. For

1978 as a whole, ODP should grow at a rate sufficient to reduce unemployment,
taking account of the prospective increase in the labour force. The sharp
expansion of overall demand will entail & substantial increase in imports,
and despite an improvement in the terms of trade, the balance of payments
will move further into defieit.

Under these conditions, economic policy will have to be based
prinarily on a careful regulation of domestic demand so as to avoid the
dangers inherent in over-gtimulation of consumption demand. Although it
would bring about a temporary improvement in the employment situation, such
a development would ultimately necessitate undesirable meésures to curb

activity.

Incomes policy should aim to achieve greater moderation in wage
agreements, meinal pay increases should, in 1978, be kept within the limits
envigsaged by the govermment. Linked with tax conéessione as already proposed
this would allow real increases in take-home pay. .

Within this oontext budgetary policy should be framed in such a
manner as to give maximum effect to government policy aimed at employment
stimulation, which implies, in particular, a very tight management of non-
priority expenditure. Given the appreciable reduction in the net borrowing
requirement of central government in 1976\and again in 1977, which has brougbi
this figure to below 11% of gross national product (as against 16.8% in 1975),
some increase could be envisaged for 1978. Oﬁ the receipts side, if reliefs
in income taxation are such as to favour a moderéfe development of gross
incomes, while at the same time improving disposable income, furthér‘progress
should be made towards widening the bésis of tai aspessment.

XX} / sne
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With regard to monetaxry policy, bank lending 1o the private
gsector should increase roughly in line with GDP in value s0 as to keep
pace with the upturn in the economy. However, this aggregate would have
4t0 be restricted if too much liquidity were oreated as a result of
Treasury borrowing. Owing to the substantial loss of liquidity as a result
of the balance of payments deficit, the rate of growth of the money supply .
should, as in 1976 and 1977, be lower than that of GDP in value.
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3.1% In Italy, the upturn which began in 1975 fist decelerated sharply and

then gave way 1o recessive tendencies during the first half of 1977, mainly

owing ‘o e marked fall-off in consumption and stockbuilding. While uramploymant
tended to rise, inflation slackened. During the first half of the year, Ttalian
exporis grew rapidly whereas imports slowed sharply owing to the slackening of
domestic activitye. The current account therefore improved appreciably and the

lira remained remarkably stable.

The improvement in internal and external equilibrium was caused mainly by
the austerity policy pursued by the Italian government since last autumn. It is
already anticipated that the fall-off in domestic demand during this year will
make it possible to achieve the main goals agreed for 1977 with the Community

as regards consumer prices and the current accounte.

If the progress made to restoring equilibrium is to be consolidated however
a cautious approach to short-term economic policy will be needed in the remainder

of 1977 and in 1978.

Short—term economic policy must aim for the objectives fixed last May in
connection with the new Community loan to Italy (a surplus on current account
of at least Lit 1 000 000 million in 1978 and consumer price rises limited to
8 % between December 1977 and December 1978)1. Policy should therefore aim to
limit the growth of internal demand while at the same time encouraging productive

investment and tempering the growth of unit costse.

Struotural measures designed to improve the external balance and

" the o . competitive position should be continued, particularly

in agriculture, in the energy field and in industries whose products must be
adapted to the changing pattern of demand. Specific action to bolster investment
in the building and construction industry would be appropriate, since this would

provide employment for appreciable numbers without increasing imports to any

marked degree.s’

These objectives can hardly be achieved in 1978 without a major contribution

from public finance policye. The @aim should be, among other things, to limit the

State budget deficit to the order of ‘Lit 10 000 OOO millions, which implles*

further substantial efforts to increase public revenue. But above all it is

necessary to obtain a marked reduction in the rate of growth of expenditure,

both at the level of the State and other public authorit1es and success here
will depend on a series of

voe [ oee

1/ See Council Decision 77/359/EEC of 17 May 1977.
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of expendiiore will neverthelesgs have 0 e reconciled with the n=ed for new
maasures o facilitate necessary reorganizaltion, pearticularly in the indusirial

»

e ocredit policy to be pursued in 1978 must follow its present restrictive
line such that the rate of increass in the money supply (MZ) e kept appreciably
below that of gross domestic product in value. In order to avoid undesirable
outflows of short~ and long~term capital, interest rates will have ito be kept
at an appreciably higher level than in Italy's principal partner countries,
particularly in view of the heavy short~term external indebtedness of the banks.
In the event that further progress is made is reducing inflation, the absolute

level of interest rates could be noticeably reduced.

Under the likely assumption that, largely due to the continued strength
of exports, the economic situation will tend to improve after the end of 1977,
these policies as a whole should allow a real growth of gross domestic product
of more than 2% in 1978.
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3.18. In the Netherlands, the forecasts,based on downwardiy-revised
assumptions in respect of world trade,hold out Little hope of any spontaneous
improvement in the economic situation during the 18 months ahead. Real

gross domestic product is likely to grow by 2% % in 1977, a much Llower

rate than originally forecast. As far as the prospects for 1978 are
concerned, everything indicates that, in the absence of additional measures

to bolster activity in the Community as a whole, the rate of growth will again
fall well below the minimum required to prevent

a further increase in unemployment, the rate of which, for 1977, will
probably be about 4.6 % of the active population.

The Netherlands appear to be well placed to give a stronger
impetus do demand. In point of fact, the rise in consumer prices has
remained fairly modest (due, in part, to the_ appreciation of the guilder
since autumn 1976, but also to a slowdown in the growth of wage costs) and
the balance of payments will probably remain in surplus in 1977 despite the fact
that exports marked time in the first half of the year., The general govermment
net borrowing requirement in ;9?7 should not exceed approximately 3 % of gross

domestic product, a relatively low figure given the economic context.

Accordingly, economic policy should do more within the framework
of joint action in a certain number of Member States, to .stimulate activity in
1978. since, however, it is important to avoid a situation in which the
rise in public expenditure assumes a permanent character, the action of the
authorities should be reversible. Moreover, since the possibitity of
expanding private investment seems limited in the short term, it will be
necessary to encourage private consumption. This support might take the
form of a lessening of the income-tax burden and a reduction in social
security contributions, to the extent that such measures can be coupled
with further moderation in the rise in nominal incomes, so as to improve the
medium-term prospects for employment and productive investment. Taking into
account the increased VAT on energy products proposed in the 1978 draft
budget, which is designed to bring about structural adaptation, the central
government net borrowing requirement will thus increase from FL 7,500 million in

1977 to FL 12,000 million in 1978 (4.2 % of GDP).

n../...




The financing of such an increase in the public sector deficit
is consistent with the monetary policy pursued since the spring of 1977,
which is tending to reduce the liquidity of the Dutch economy. This policy
must, however, be administered flexibly so as not to impede economic recovery.

Finally, it is essential that the effort which has been made,
through the budget, to bolster activity should be accompanied by moderation

in the rise of wage costs.
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3.19. In Belgium, economic activity has tended to Level off since the
beginning of the year, while unemployment has continued to increase. In 1977
real gross domestic product should grow by some 2 1/2 %, a rate well below
the original forecasts. The trend of activity holds out little hope of

any marked spontaneous acceleration in the rate of expansion in 1978.
Economic policy should, therefore, seek to establish an environment more
favourable to economic activity and to restore the confidence of firms and

households.

Belgium is one of a group of countries whose balance of payments
has remained favourable; the current account will be in balance in 1977 and
could show a surplus in 1978. The upward movement of prices has slowed
down: the year—to-year rate of increase had fallen to approximately 6.5 % in
september 1977. The existence of a heavy budget deficit - the rapid
increase of which in recent years is largely due to the effects of built-in
budget stabilizers and of measures designed to sustain activity through
public investment and aids to expansion - Limits the possibilities for the
authorities to take action to stimuyate the economy. The draft budget for
1978 foresees an expansion of public investment programmes and includes a
scheme for the absorbtion of unemployment (whfch will affect about
80,000 people), as well as a partial and regressive indexation of income
taxes. other fiscal measures are proposed, with the objective of Limiting
the net borrowing requirement of the Central Governmént to Bfrs 185,000
million Cor 5.9 % of GDP, compared with 6.5 % in 1977). As a result,
largely, of expansionary measures taken nationally and within the Community,
such & deficit is compatible with a growth of GDP in real terms of 3% %
in 1978. If such a growth rate were not to be attained, the deficit must
be expected to deteriorate, given the particularly marked influence of the

automatic stabilisers.

A'deficit even of the above size might still be financed by monetary
means if the economic situation were to emerge as less favourable than is hoped
at present. A rate of increase of credit granted by financial intermediaries
to households and undertakings of the_same order as that of the value
of gross domestic product would reserve a sufficient margin for the

financing of investment.

uum/nnn
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3.20. Economic developments in Luxembourg in 1977 give no indications

of recovery, so far, and there is nothing to suggest an appreciable upswing
between now and the end of the year. Wwhile domestic demand should remain
relatively buoyant, mainly owing to the healthy performance of investment
(primarily rationalization investment in the iron and steel industry),exports
will probably increase at only a moderate pace. The growth of real gross
domestic product should be around 1 1/2 % in 1977 and the present out Look
suggests only a weak acceleration in 1978. The fall in the total number
employed and the increase in unemployment may continue, and the difficulties

which certain firms have to contend with are Likely to persist.

In these conditions, selective measures to assist employment will
probably be necessary for some time to come. Since, moreover, a heavier tax
burden must be avoided in the short term, some increase in the central
government borrowing requirement, not exceeding Lfrs 1,900 million, must be

accepted.

I‘./...



_&?‘

- 28 -

3.21 Since the end of 1976, there has been a substantial improvement in
overseas confidence in the United Kingdom economy which has transformed its
financial situation. This followed the approval by the International
Monetary Fund (IMF) of the tightening of monetary and budgetary policy

for the following two years announced by the UK Government in the second

half of 1976. As a result there has been a strong demand for sterling, a
massive increase in official reserves, a rapid fall in interest rates, and
present indications are that the Public Sector Borrowing Requirement (PSBR)
and the expansion of domestic credit for the financial year 1977/78 will

be well within the limits agreed with the IMF. In contrast to the continued
improvements in financial indicators, the level of output contracted somewhat
in the first half of the year, when private consumption and both private and
public investment fell sharply, before recovering singificantly in the second
half-year. Between 1976 and 1977, the rate of growth in gross domestic
product (GDP) is likely to be only about %%. This increase will be entirely
due to a sustained movement of resources into the balance of payments,
largely the result of increased North Sea oil production and the stirong
growth of manufacturing exports. The current account for 1977 is expected
to show a deficit of about & # billion, an improvement of about % 1 billion
over the previous year. Against the background of low economic growth,
unemployment has continued to increase and the rate of price inflation,
although falling markedly in the second half of the year, is likely, for

1977 as a whole, to have been itwice that recorded in the UK's principal

competitor countries.

The outlook for 1978 is largely dependent on the growth of earnings
during the coming months. If the rate of increase in earnings, between
July 1977 and July 1978 is not significantly different from the Government's
target of 10%, the British economy could record a rate of growth of GDP of
about 2% whilst inflation could be reduced to about 10%. There could be
a large surplus on the current account of the balance of payments of some
% 1 billion. In such circumstahces, there would be sufficient room for
manoeuvre to enable reflationary measures to be introduced without jeopar-
dising the economic policy objectives agreed with the IMF and without

aggravating inflationary pressures.
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However, &b present, such & forecast ghould be treated with cautione
1f the growth of earnings does not remain within the limit indicated ©Y the
autnorities, the etill fragile guccess obtained in the fight against jnflation
would be threatened once againe With such an outlook, the economy would be
’Stimulated by c@nsumptionrled growth and the introduction of reflationary
fiscal measures would no longer e appropriate; {the Government night even

need 10 consider cancelling the automatic adjustment of tax allowances.

i Until such time as it becomes clear that more moderate trends in wWage
and price inflation have vecome firmly established, the authorities should
; continue to follow the monetary and fiscal policies outlined in the letter
| of Intent to the IMF which have made such an important contribution towards
restoring overseas confidence. This would imply that the rate of growth'
in the money supply a8 broadly defined (sterling M3), through the fiscal
year 1978/79, should remain below that of GDP in value temmse

ot o A i e

In any event, unemployment must continue to be tackled in the shori

4erm Yy improving- . employment support gchemes o’

i
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IV. CONCLUSIONS

The main danger of the present situation is that demand will
mark time at & level at whioh the economy's buili-in adjusiment mechanisnms,
and the propensity to consume and to invest, are no longer sufficient to
ensure lasting, self-supporting growth and to stop the spread of unemployw
ment. The tendency towards proteotionism and towards stop-gap defensive
measures is gaining strength both within firms and at national and
international level. The ability to meke siructural adjusiments is
gradually disappearing. Consequently, in the long term, an ever-larger
mass of structurally unemployed could well be added to the cyclical
unemployment resulting from an under-utilization of capacities. Problems
whioch originally appeared to be mainly short term are liable increasingly

to assume a more permanent nature.

The difficulties, internal and external in origin, which are
confronting the Member States as a whole, call for a Community strategy

to be implemented to give support to economic activity.

Efforts should continue to place primary reliance on private
and public investment. In several member countries, however, having regard
to the low level of capacity utilization, it is also necessary 1o support
private consumption. Inorder to prevent ihe resurgence of inflationary
pressures this action should be reversible and implemented in a manner
which does not accentuate the wage and salary cost push. Measures in ihe
employment and training areas should complemeni demand management policy.
A return to protectionism would only serve as a useless palliative and

would create in its wake even more serious diffiocultiies.

The measures ito support economic development, which will be
graduated aocording to the partioular positions of the various Member
States, should facilitate a return to a sustained and stable growth path
bolstered up by a greater degree of convergence of the economies within

the Community.
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STATISTICAL ANNEX

1 - Development of the prinocipal macro-economio aggregates
in the Community

2 - ?roduction and trade in the World Economy

A -~ World prices of raw materials

3 -~Develogment of industrial productioh in the Community
B = Results of the business survey of Community industry
4 =~ Development of unemployment in the Community

C = Unemployment .

5 = Development of oonsumer prices in the Community

6 = Development of the main components of consumer prices
in the Community

7 - Evolution of wage costs in the Community (1974~1977)

8 «~ Development of imports and exports in value terms
(intra and extra EEC)

9 « Development of trade balance in the Community

10 - Development of expenditure, revenue and the net bofrowing
requirement of central government

11 =~ Development of money supply and interest rates in the Community

D « Exchange rates



DEVELOPMENT OF THE PRINCIPAL MACRO-ECONOMIC AGGRECATES IN THE .COMMUNITY

TABLE 1

4

-

Cross domestic product

Unemployed as % of the civilian

. in volume, in % (1) labour force (2)

1970 - . 1970 -

1974 1975 1976 1977 1974 1975 1976 1977
Denmaxk 2,9 -1,1 4,8 1 1,3 5,0 5,1 6,2
FR Germany 3,6 -2,6 5,7 ° 3 1,1 4,1 4,1 4,0
France 5,1 0,1 5,2 23/4 2,7 4,0 4,4 5,1
Ireland 3,6 0,4 3,2 5,9 T+9 9.4 9,6
Ttaly 4,1 -3,5 5,6 (5,2) (5,6) 5,9 | 63/4)
Tetherlands 4,7 -1,1 4,4 21/2 2,1 4,0 4,3 4,3
Belgium 5,2 -2,0 3,0 23/4 2,3 4,5 6,1 6.9
Luxembourg 4,1 -8,4 2,7 11/4 0 0,2 0,4 ,S
United Kingdom 2,5 -1,7 1,6 % 2,8 3,9 5,2 5,9
Communi ty 4,0 -1,8 4,7 2% 2,8 4,4 4,9 (5,5)

Implicit prices of private Balance of payments on current
consumption, in % (1) account (1,000 Xio §)
) 1970 - 1970 -

1974 1975 1976 197711 4074 1975 1976 1977
Dermark 7,9 8,8 8,5 10 %14 -0,5 ~0,6 -2,0 -1,6
FR Germany 5,8 6,3 4,4 4 3,3 4,3 3,2 3.4
France 8,3 11,6 9,9 9 . =1,1 -0,1 -5,8 ~-3,3
Ireland 10,8 21,8 17,0 14, -0,3 0 -0,3 -0,5
Ttaly 8,7 17,6 17,5 181/2 §§ =1,0 -0,6 -2,8 -0,3
Netherlands 8,0 10,3 9,2 714 1,0 1,7 2,5 1,2
Belgium 6,3 12,1 9,0 7 1/4
Luxembourg 6 10,7 9,8 7 }1'0 0,3 }'0"’ }'0'1
United Kingdom 7,5 23,6 15,3 15 1/41 -1,2 -3,8 -2,5 -0,9
Community 7,8 12,8 9,9 9% 1,1 1,4 -8,0 | =2,1

(1) Over the previous year.

“(2) The rate of unemployment indicated in

parenfhesis_is that obtained by adopting'for

Italy data preparcd by the Ministry of Labour instead of ISTAT. 1977: estimates.

Sourcet Departments of the Commissione
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Exchange rates
FR GEAMANY : .
[, .
- FRANCE * (weighted change in % since Ist Quarter 1972;
————— ITALY weighting according 1o structure of exporis)
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S —— 1IRELAND
- — DENMARK
B . . r - - -
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