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FOREHORD

Together with its communication on the adjustment of the
eronomic policy guidelines for 1972 the Commission herewith submits
to the Council a report on the economic policies pursued in the
Member States Last year. In so doing, the Commission 1s acting in
accordance With Article 2 of the Council Decision of 18 February 1974
on the attainment of a high degree of convergence of the economic

policies of the Member States of the Eurcpean Economic Commuriity.

At the same time the report describes, in accordance with
Article 12 of the abovementioned decision, the implementation of the
decizion during 1977 and assesses the conformity of the policies

pursued with the objectives set.

This repoct is sent to the European Parliament at the same time

as i1z is transmitted to the Council.
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A. THE ECONOMIC POLICY IN THF ‘OMMUNITY IN 977

I. The eccnomic backround a' the beginning of 1977

1.1 The economic .roblems facing the Member States of the
Community at thé_beéinp-;g‘gf 1977 ‘were -serious? the slowing down
of dynamic forces, persisting wnflation, rising unemploymert and

large balance of payments disequilibria.

Following a tull during the summer, economic growth
continued in the lLast quarter of 1976 and the first quarter ¢f 1977.
The first signs of a weakening of demand and production were already be-
coming evident at the beginning of 1977, and they became even clearer as the
year wore on. The prospects for a strong, self-sustaining and accelerating
economic upswing remained (even then) uncertain. For the Ccmmunity as a whole,
assuming no change in economic policies, the forecast was for 2 3 ~ 3 1/2 %
growth rate in real GDP (1976: 4.8%) (1). As a result, it was anticipated that

the unfavourable Labour market situation would tend to continue.

1.2 Other major causes for concern at the beginning of the year were
the Lack of adequate improvement in inflation rates and the increased
divergences in price and cost trends and in payments balances among the
Member States. An increase in the cost of oil imports, a

rise in raw material and food prices (exacerbated by the fall in value of
some currencies) and increases in public service charges and taxes resulted
once again in accelerating inflation rates, which in turn threatened to
push up wage demands and, in some cases, to reduce the growth of real

disposable income.

At the beginning of 1977, the average Community growth rate for

consumer prices compared to the previous year was still about 11 - 12 %4

Even less satisfactory was the fact that inflation rates weare diver-
ging widely between member countries; they ranged from 4% for the Faderal

Republic of Germany to 21-22% in Ireland and Italy {(see table & ). These price

Y A

1) See the Commission's report on the economic situatior in the Communily,
December 1976, p. 27 (table 10),and Communicotion to *the feunc 'l concerning
the adjustment of the economic policy guidelines for 1977, ComM(?7i58 {inal
of 4 March 1977, p. 5.



diver ¢nces were also the cause of sharp changes in exchange rates, which
in the autumn of 1976 affected mainly the French franc, the Llira and the
pou«d sterling, although an adaption of intervention rates in the snake was

alsn necessary .(1).

1.3, Divergences 1in the trend of trade balances and payments balances
within the Community were just as large as divergences in inflation rates.
Balance of trade deficits for France, Italy and the United Kingdom, and

for the Community as a whole, had in the fourth quarter of 1976 reached
their second high point since 1974, and they improved only very gradually

in the first quarter of 1977.

T.4. . Since the autumn of 1976, monetary and budgetary policy in the
deficit countries had been mainly aimed at holding down price and cost rises,
checking the fall in the value of currencies and restoring balance of
payments equilibria. The Member States with balance of payments surpluses

and Low Levels of inflaticn were Looked to to bring about a revival in

demand and production (1),

(1) Cormmission Communication to the Council concerning the adjustment of the
pconomic policy guidelines for 1977, March 1977, 0J n® L 119 of 12 May
1977, rn. 22, paragraph 71.3.
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1I.Inadequate achievement of economic policy objectives in 1977

2.1 In the Annu:  “eport o~ the economic situation in the Community
Laying down the economic policy guidelines for 1977 (prepared in the autumn

of 1976), it was assumed that, in pursuit of the fourth medium-term economic
policy programme, an average growth rate of about 4% for real Community GDP
in 1977 was necessary, provided that‘positive influences, narticularly
expansionary forces outside the Community, continued to strengthen (1).
However, in adjusting the econohic policy guidelines for 1977 (2), growth
targets had to be revised downwards. A 3.5% growth rate was forecast for the
Community at this time on the assumption that the Federal Republic of Germany
and the Netherlands would achieve their target growth rates of 5% and 4%
respectively. As the year progressed, it became clear that the target figures
would not be achieved by either of these two countries or the Comnunity as a

whole.

2.2 In all probability, real Community GDP grew by no more than 2% in
1977. The growth rates for the Federal Republic of Germany, France and the

Benelux countries will probably be about 2.5% that for Italy less than 2 %,
and the United Kingddm's GDP will probably have shown Little or no growth.

Only Ireland registered a higﬁ rate of growth (5 1/2 %) (see table 1). |

The difference between growth rates for GDP and final domestic demand
shows that in many Member States, the foreign sector contributed to overall
growth. Only in Ireland, Luxembourg and, especially, the Netherlands, did
real domestic demand increase faster than real GDP. Without the positive
contribution of the foreign sector, the growth rate of real Community GDP

would have been even lower (3).

cen luan

(1) Annual Report on the economic situation in the Community and economic
policy guidelines for 1977, 0J No L 358 of 29 December 1976, paragraph 3.4.

(2) Commission Communication to the Council concerning the adjustment of
the economic policy guidelines for 1977, March 1977

(3) The foreign sector contribution (difference between imports and exports
of goods and services) to the growth of real GDP was negative (=0.4%)
in 1976. ‘ '

£



2.3 In 1977 the number of registered unemployed increased by a
further 600,000 in the Community to 5.7 million, which corresponds to

s rate of 5.4% of the working population (1976: 5.0%). AlL Member States
were not affected by the .deterioration in the employment situation. Thus
the Federal Republic of Germany, Ireland and the Netherlands succeeded in
containing or reducing the numbers out of work and the unemployment rate.
However, in cerfain other Member States the increase in unemployment has
been checked in the course of the past few months, thanks to the measures

adopted within the framework of the employment policy.

The proportion of female unemployment rose everywhere in 1977. The
number of young people out of work reached 2 mitlion in the Community. Their
percentage of the total exceeded 40% in the majority of countries with the

exception of the Federal Republic of Germany (see table 53,

2.4 The targets set in the Annual Report for reducing the rise in

consumer prices in 1677 (from 10%Z to about 7-8% as a Community average) also

rapidly proved too ambitious (see table 1), Certain special factors (rise in raw

materials prices, delayed effects of the depreciation of some currencies,
increases in public sector charges and taxes) continued to make themselves
felt during the first part of the year. In the first half of 1977, the growth
rate in the consumer price index (recalculated as an annual rate) was still

as high az 11% for the Community as a whole. In the second half of the year,
the effects of the stabilization measures taken began to make themselves

felt: the annual rate for this period was some 7.5%. Cost and price increases’
slowed down, particularly in the United Kingdom, ireland and the Benelux

countries.

' if one takes the trend of inflation rates throughout the vear,
and not the amnual averages, it appears that the targets for reducing the
rise ‘in prices in 19??t€h“compariswn with the initial figures have been
achieved, except in Denmark and France. The inflstion rate in the Federal
Republic of Germany was about 3.5% 2t the end of 1977, which is equivalent
the annuzl average inflation rete in 1970. For the United Kingdom the rate
wes 12% and for Ireland 11% {see table &). In France the rise in prices

towed down substantially i the Last qguarter of 1577: calrulated at an

wn

annual rate 1t was some T%4. In Italy, too,. the upward trend in consumer

orices has slackened markedly.

4
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III. Improved convergence of economic trends in the Community

3.1. Progress achieved in reducing balance of payments

disequilibria was also impressive. The -
Community's trade balance (fob/fob) in 1977 will show an improvement of

some % 10 000 million over 1976, and the current account balance an improve-
ment of some 8 8 000 million (see table 6 ). Most striking of all has been
the progress achieved by Italy and the United Kingdom, both of whom had a
current account suplus at the end of 1977 (some 8 2 000 million and

% 300 million respectively), and also by France, which cut its deficit

by almost half. The overall current account surplus of the Netherlands

was reduced by some 3 2 000 million compared with the previous year, while
that of the Federal Republic of Germany was brought down only slightly.

3.2. The reduction in the current account deficit in 1977 was almost

as spectacular as in 1975, when the Community's current account improved

by just under % 10 000 million. The total deficit of the deficit countries

fell to & 5 000 million in 1977, compared with almost 8 14 000 million in 1976.

As in 1975, the main factor behind this improvement was the very marked decline

in domestic demand in most of the countries. Other special factors played

a role, factors which were partly responsible for the large deficits in 1976

(severe winter, anticipative purchases of oil, poor harvests) but had a

further impact in 1977. Finally, North Sea oil began to play a key role in
1977. ‘

In 1976 Community imports of goods and services had risen by
almost 11 172 % in real terms (compared with a 5% increase in domestic demand).
In 1977, by contrast, the growth of total imports was down to only 2% (with
domestic demand rising by 1.3%). The Netherlands is the only country where
the development of imports has been faster than that of exports. The Community's
real exports increased by about 4.3% (as against 9.7% in 1976). Italy and the
United Kingdom each increased their total exports in 1977 by about 5 1/2 % in
real terms, France by 6.3% and Ireland by about 14 %, while the expansion in
world trade at constant prices was only 5 %. The question rises, hcuever,
whether the absorption of balance of payments deficits in the deficit countries
has not been accomplished too quickly or wnether the reduction of suroluses in

the other countries has not been too small.




3.3. The marked worsening in the exchange rate parities of the
currencies of the deficit countries in 1976 - more than 20% for Italy,

a Little less than 17% for the United Kingdom and around 10% for France

~ undoubtedly made an appriciable contribution to the improvement in the
payment's balances of these countries in 1977. The monetary depreciations
which came about in the above mentioned countries, followed as they were

by tighter incomes policies resulted in an increased effectiveness of

the balance of payments adjustment mechanisms. In comparison with these
fluctuations, the variations in exchange rates in 1977 were more moderate

at the end of the year.On a year to year basis, the Italian lira registered
an effective decline of 6.5% and the Danish krone, which in 1976 appreciated
by about the same order of magnitude, fell by 6%. On the other hand the '
parity of the French franc remained practically unchanged (=-1.5%) while

the pound sterling experienced an effective appreciation of around 5 1/2 %,

nearly as much as the DM (see table 7 ).

Developments in internatiohal compefitiveness may be set out if
account is taken of both changes in domestic prices as well as exchange
rates, although the results chtained .are subject to severe Limitations. ™

.Between the final quarter of 1976 and the last quarter cf 1977 the United
Kingdom and Ireland lost tﬁéw;;ﬁbetiéivfty thét fhey had gained in the
previous year; as in 1976 the improvement in Italian competitivity was

onty minor, the rise in domestic prices having gone almost hand in hand
with the depreciation of the lira, while in France the situatuion, which
had improved markedly 1in thekprevious year, did not charnge very much in
1977. The position of the Federal Republic of Germany ~ after the worsening

experienced the previous year - detericrated again (see table 7).
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3.4, Monetary policy has contributed substantially to this increased
convergence of econoc:® development. The bitter experience drawn from

monetary depreciations of pr: .ading years has largely influenced monétary
policy in the Member States, whether grouped together, or-not, in the snake.
To shatter the dangerous devaluation spiral - rises in domestic costs,
‘inflationary pressures and a further‘dévatuatioﬁ:¥ the governments of the
floating countries(United Kingdom, France, Italy) have, since the autumn of
1976 and throughout 1977, directed their monetary policy at the stabilization
of exchange rates. The realisation of this objective has necessitated

a more restrictive monetary policy, but the countries in question have at
the same time developed the convergence of their economic policy at

a Community level. Likewise the monetary policy authorities of the Member
States participating in the Community exchange rate system have reacted
immediately to the downward pressures exerted on their currcncies by
increases in money market rates, even if this policy has not been in
accordance with the immediate needs of domestic economic activity;

it was in this direction that the Benelux countries acted at the end of

the year. Denmark, while pursuing a restrictive monetary policy, adapted

the external value of its currency to. the rise in the Level of domestic

costs by two devaluations in April and August.

The publication in the United Kingdom, France and the Federal
Republic of Germany of objectives for the expansion of the money supply
have also contributed to a closer convergence. In these three countries
the magnitude of the increases aimed at ranged from 8 to 13 %Z. Even
though these norms refer to monetary aggregates defined and calculated
in a different manner, these figures have made, in comparison with the
trends observed in the past, a greater contribution to a more balanced

development.

The progress accomplished in the field of monetary policy
harmonisation was reflected in a closer alignment of Lliquidity expansion in
the varioué Member States. With the exception of Italy where mo.ey supply |
was growing at an annual rate of about 20 % and Ireland, where growth

accelerated towards the end of the year, the movements of the Looadly defined

cee / 8 e




money supply (M2 or M3) was maintained,in 1977,wﬁthin a relatively
riarrow  range from 8 % (Netherlands) to 12 1/2 % (France). On the
other hand no narrowing of the gap, in comparison with the previous
year, was observed in both long term and short term interest rates.
This result is not, however, surprising since it has, to a large
extent, been the consequence of a monetary policy aimed at obtaining

a greater degree of convergence (see table 9).

3.5. Budgetary policy has played a very important role in the
adjustment processes which have tended to reduce the disparities as

far as bhalance of payments and price developments are concerned. In

Italy, and in the United Kingdom, in particular, the contrel of public
finances has served to slowdown the growth of internal demand, albeit

in different ways: in Italy, this effect was achieved by a sirengthening
of fiscal pressure, whereas in the United Kingdom a strict Limit to the
growth of expenditure enabled direct tax reductions to be made in
support of the policy of moderating the rate of growth of nominal incomes.
In Denmark and in France, the budgetary process has also tended to

have the restrictive effects required by the need for adjustment,

although to a lesser degree. The other countries, with the exception

of Belgium, have mairtained a budgetary policy stance more restrictive
than the conjunctural situation required. These countries in 1977, have
therefore taken a lead on the way towards gradually reducing public sector

deficits ~ a medium term objective for all Member States (see table 10).

3.6. The reduction in inflation rates, in Community average terms,
has also, in 1977, resulted in a narrowing of the gap of these rates
within the Community (see table 1 and 4). In January 1977 the gap between
annual increases 1in consumer prices among member countries was still 18
percentage points; in December it had fallen to 11 points; the extreme
values in this period being registered in the Federal Republic of Germany
and in Italy.

*nw / .o
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The improved convergence of the developments noted for some
months, appears even clea~er if the shorter term price rises are

considered, instead of the year to year increases.

The price Lull was already signalled in the first-half of the
year in the majority of member countries,by a strong weakening of the
rise in wholesale prices. During the second half of the year the corre-
sponding indices have even, in some Member States, fallen for several
consecutive months. In 1977 wholesale prices remained practically stable
in Belgium, the Federal Republic of Germany and in France. In the other
countries as well, with the exception of the United Kingdom and ireland,
their upward movement has been substantially Lless than that of the consumer
price index. Towards the end of the year their development, together with
that of consumer prices, has shown a substantial convergent trend as

between the different Member States (see tabLe.A).
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IV. Why the economic recovery did not continue in 1977

4.1. Looking back over economic developments and policies in

1977, one inevitably comes up against the question why the recovery faltered,
why economic activity in almost all the Member States levelled off and in
some cases even declined for a period,and why expectations even during the
second half of the year were not fulfilled. Was the growth of aggregate
demand too low and did the responsibility for this Lie with the private

or public sector, domestic demand,or the slowdown in the growth of world
trade? On the other hand,must one assume from the hesitancy and uncertainty

of the cycL1caL trend that supply and growth were in general too weak, a

weakness which could not be overcome by demand stimulation alone?

The following attempt to analyse the weakness of economic
activity in 1977 is restricted to the main factors involved. Specific

factors are dealt with in the chapters on each country.

The growth of demand and production in the fommunity was in

general disappoinfing for three basic reasons:

- the weakness of the world economy and the slowdown in the growth

of world trade outside the Community compared with the previous year;

~ the generally more restrictive stance of economic policy than foreseen
in those countries which had targe-scale balance of payments problems,

high levels of inflation, and depreciating currencies;

- the lag in the revival of economic activity in those Member States, such

as the Federal Republic of Germany, which for a long period over=-
estimated the self sustaining dynamic forces in the private sector
and the ability of the public sector to pursue an anticyclical budgetary

policy.

-../o--
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4.2, The disappointing growth rates in the Community are no doubt

in Large part due to the fact that the expansion in the volume of world
trade was lower than expected. Even in the Annual Report relating to 1977,
it was assumed that the volume of world imports outside the Community in
1977 would be about 7 1/2%1) This forecast had very quickly to be revised
downwards. The real growth rate of world trade (imports) is now put at

about 5.5% and the growth in the volume of imports by the industrialized
countries (excluding the Community) at about 7 %, i.e. half the level of
growth in 1976. One reason for this situation was that levels of demand

and growth rates in the industrialized countries were lower than expected

(4 % instead of5 - 5.5 %), especially in Japan, but also in the smaller
jndustrialized countries, whose balance of payments difficulties forced

them to pursue restrictive economic policies. Since the policy of the
developing countries and the state-trading countries was to reduce their
high Level of foreign indebtedness, there was a slowdown in the growth of
imports by developing countries, while imports by the state-trading countries =~

dropped still further,

The slowdown in the world economy in 1977 had other causes,
however, the most important being: the ending of impulses emanating from
stockbuilding and from raw material and oil imports (which had partly been
brought forward in 1976 because of expected price rises), and uncertainties
and constraints in world trade caused by the spread of protectionism and

by exchange rate fluctuations.

4.3. However, it would be an oversimplification to attribute the
inadequate level of economic recovery in the Community to the marked
slowdown in the growth of world trade alone. The Community accounts for
about 30 % of world trade and thus exercises a significant influence on its

development. Equally important is the fact that almost §0 % of the foreign

1)  Annual Report on the economic siguation in the Community and economic
policy guidelines for 1977, 0J n L 358 of 29 December 1976.

l../.‘.


User
Rectangle


-1'1:-

demand of each Member State (and almost two thirds in some cases) comes

from the other Community countries. It was indeed mainly the low growth

of domestic demand in the member countries which caused the lack of growth in >
foreign demand for each member country in 1977 compared with 1976. This

general weakness of foreign demand from the Community countries is reflected in  *
the abrupt drop in the growth of intra~-Community trade. In 1977, intra-

Community trade in real terms probably only increased by just under 2 1/4 %

whereas 1in 1976 it grew by almost 15 1/2.

WORLD TRADE AND INTRA~COMMUNITY TRADE

(Annual growth rates in X and at constant prices)

1970-74 1975 1976 1977
(5 years)
avérage
World trade (outside
the Community, imports) 8 -1 9 1/2 . 5172
Intra-Community trade 9 -7.0 15 172 2 174
Imports from non=Community )
countries 7.5 -2 1/2 13 1/2 ' 1:1/72
Exports to non-Community
countries 7.8 -3 1/2 6 6 174
A The growing economic interdependence of the industrialized countries

and particularly the Community countries is confirmed by another phenomenon.
In recent years, the synchronization of cyclical movements, as evident

particularly in the trend of industrial production, has clearly increased.

.l./...
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The quarterly trend of industrial production in the Member States
does indeed point to a convergence of seasonal fluctuations even where
economic policies are quite different. In most of the countries, the
recession in the third quarter of 1976 (or in some cases in the second
and third quarters of‘19??) and the pickup after the long slack summer
period occurred more or Lless simultaneously. A similar pattern of
parallel cyclical trends is reflected in the quarterly growth rates for

real GDP, available for four of the Community countries (1).

Though it is regarded as necessary that cyclical trends in the
"strong" and "weak' countries should be out of phase, this.did not happen

in 1977, with the exception of the United Kingdom.

(1) The real GDP of these countries taken together rose by 1% in the
fourth quarter of 1976 and in the first quarter of 1977, subsequently
fell and probably rose again by just under 1 % in the fourth quarter

of 1977.
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4.5, The real average growth rates of the various components of demand
in the Community taken as a whole, conceal a number of divergences in
trend between Member States. Nonetheless, some basic similarilities
of trend can be seen for most of the countries in comparison with 1976

(see table 2 ):

= in all the countries except the Netherlands and Ireland, the growth .
of real domestic demand, especially gross fixed capital formation,
declined; private demand provided the main support for economic
activity, with the exception of the United Kingdom and Denmark;

- whereas in 1976 stockbuilding had contributed on average 2 % to the
growth rate of real GDP, in 1977 the figure fell to zero or was
even negative, once again with the exception of the Netherlands,
Ireland and also the United Kingdom;

the external sector in the countries with large deficits in previous
years accounted for about 1 =~ 1 112 % (for Italy even almost 2 %)
of real growth; the contribution was negative for the Netherlands and

only of a smélLJoﬁdéE'fdr Germany and Belgium.

4,6, The growth ratés of real private consumption have become generally
subdued in the 1970's and have weakened further between 1976 and 1977. This
weakness was most marked in the United Kingdom, Denmark and Italy, as a
consequence of restrictive fiscal policies and falls in real income. In the
remaining member countries real disposable income has increased further, a
result of both growth in the compensation of employees and increased rates
for current grants from general government. The personal sector's savings
ratio remains at the high level attained in the early years of the recession.
The declines in the saQﬁngs ratio in the Federal Republﬁc of Germany and in

the United Kingdom are the results of special factors such as above average a
withdrawals from saving contracts, partly compensated for by contractions in

the incemes of wages and salary earners.
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Apart from the Federal Republic of Germany, Luxembourg and Italy
compensation of employees per capita dgrew more sltowly in 1977 than in 1976.
However, at the same time there was.a marked slowing down in the rate of

productivity growth.As a result in the majority of member countries there was
a further increase in unit labour costs, in some cases even an acceleration was

registered (FedéraL Republic of Germany and Italy). Only in the United King-
dom was a slowing down observed (see table 3 and 4). Because of weak demand .
the increased wage costs could.not be passed on, so that the continual increase

in unit labour costs has prevented an improvement in the profitability
in firms and enterprises. In the Federal Republic of Germany the deterioration

in property and entrepreneurial income has shown itself most clearly.

4.7, As from the summer of 1976, i.e. already at an early stage in the
cyclical upswing, more and more Community countries were obliged to adopt a
restrictive Line in monetary and budgetary policy. The stabilization programmes
introduced by the United Kingdom (July 1976), France and Denmark (August 1976)
and Italy (September 1976) had to be maintained far into 1977, and, in some
cases (United Kingdom), could only be relaxed after the first signs of lasting

!
success began to appear.

As a result of the unfavourable employment situation, high
inflation rates and the slow growth of earnings, the lLevel of private

consumption also remained low for a lLong time.

The necessary reduction of balance of payments disequilibria in
the deficit countries should have been accompanied by a strong expansion
in foreign demand inside and outside the Community if a marked slowdown in
the recovery was to be avoided. The annual report adopted towards the end of
1976 pointed.to the dangers and poésib(e conflict of objectives inherent in
the adjustment strategy being pubused: "If the present weakness in economic
growth happened to coinci&e h{th the effects of stabilization programmes
introduced in the Member States, the result could be a cumulative contraction

of internal demand". (1)

- ee / LU

(1) Annual report on the economic situation in the Community and economic
policy guidelines for 1977, 0J No L 358 of 29 December 1976, paragraph 4.3
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4.8, It is now clear that this is no longer a risk but a reality,
partly because the economic recovery in the Federal Republic of Germany

was not sustained in 1977;&% a result of short-term and structural factors.
The impact of the measures taken in the public sector have been less than
exnected and have had, taken overall, a contractionary effect. The
borrowing requirement of General Government has been rapidly reduced from
DM 60 billion im 1975 to DM 34 billion in 1977, that is to say from nearly
6 % to less than 3 % of gross national product (see table 10). Public
investment in real terms, has fallen both in 1976 and 1977. The

self reinforcing effects resQLting from short-term movements iﬁ private
investment, which have characterised previous phases of expansion “have not,
this time, been in evidence. The reasons for this Lie in the degree of
spare productive capacity, and the uncertainties about future economic
development, a result of accumulating administrative bottlenecks and
environmental policy. But it is essentially the profitability of private
enterprises which has deteriorated again in 1977, a result of increases in
wage and salary costs and the appreciation of the DM. The extent of the
latter has exceeded somewhat the difference in cost and inflation rates

between the Federal Republic and its competitor countries.
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B. THE ECONOMIC POLICY IN THE VARIOUS MEMBER STATES

DENMARK

5_1.The guidelines laid down in March 1977 were based on the outlook for
the year as a whole of very modest growth, an increase in unemployment
and the continuation of a severe external constraint. A prudent

economic policy was therefore advised, which implied the maintenance of a

restrictive budgetary policy, excluding any stimulatory measures with the
exception of certain forms of investment. A tight incomes' policy was of
over—riding importance with the aim of moderating the grgwth of costs, and
the guidelines emphasised the necessity for monetary policy to take account

of the objective for the balance of payments.

On the whole, the outturn for 1977 was in line with both the forecasts

and the broad intentions of the guidelines for economic policy. Growth has
remained weak as a result of a lack of export demand, and was aggravated by

the deterioration of the economic situation in neighbouring Scandinavian
countries. Unemployment has increased. In such circumstances, and taking

into account the need for an improvement in the current account of the balance
of paymenis which had suffered from the effects of the bad harvests of the
previous year, a deterioration in the terms of trade and an increase in external
debt servicing payments, the authorities steadily increased the resirictive

nature of their economic policy by stricter control of internal demand.

Budgetary policy has had a two-fold objective. On the one hand, the tax

burden has been increased (higher rate of Value Added Tax raised from 15% to 18%
an increase in specific taxes on certain goods and services, increases in
public tariffs and registration duties) with the effect of reducing private
consumption and limiting imports. On the other hand, it sought to stimulate
investment and increase employment. There resulted, in the fourth quarter

of 1977, a fall in consumers' expenditure and an improvement in the balance

of trade caused by a slowing down of imports. Despite the measures taken to
stimulate employment énd t0 strengthen investment, the borrowing requirement
for 1977/78 will be, as a result of higher taxation, in conformity with the
Community guidelines.
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During the negotiations for a new pay agreement on 15 April 1977, the

role of incomes policy was itc attempt to ensure that the strict framework

laid down by Parliament in Augusi 1976 was respected (pay increases limited

to 6% per year until March 1979; only a single slice(1) of any cost—of-living
increases to be paid, all other "slices" becoming due 1o be paid to the
credit of individual employees' accounis with the complementary retirement
pension fund). Even though, in fact, the increase in pay (8% to 9% for

1977 as a whole) somewhat exceeded the target, nevertheless it represents.a
distinct deceleration. This development has led to a significant deceleration
in the growth of costs, in conformity with the aim of re—establishing external
equilibrium.

Monetary policy remained relatively restrictive. Despite certain relaxations,

domestic credit was kept under strict control in order 1o encourage capital
inflows. Interest rates tended to rise dﬁring the year. The financing of
+he external deficit was accomplished with little difficulty as there was a
ready supply of funds on world markets. In accordance with the adopted
guidelines, the growth of the domestic money supply was contained within

narrow limits.

The authorities did not pursue an active exchange rate policy. The two

devaluations of the crown, compared to the European unit of account, which
occurred in 1977 (the first of 3% in April, the second of 5% in August) were
caused by external forces, as a part of the voluniary process of adjustment
of internal demand and in order to soften the effects of the depreciation of
other Scandinavian currencies (especially the Swedish crown) on Danish exports.
During the first nine months of 1977, the competitive position of the Danish
economy improved significantly. TFrom October, the strong appreciation of the
German mark caused the other "snake™ currencies {o appreciate also. The
relative competitive advantage lost during the fourth quarter, especially
compared with the dollar and the weakened Scandinavian currencies, was
however offset by the effect of the devaluations on reducing import prices

and by the maintenance of the Danish crown in a more stable monetary group.

(1) A "slice® corresponds to an increase of three.points in the index of
consumer prices {excluding any effects of ohanges in taxaiion).

./
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In conclusion, the stance of economic policy in 1977 has enabled
significant progress to be made towards reaching the priority objective
of an improvement in the balance of payments. The amount of deflation
inherent in such a policy has, however, led to an increase in unemployment
which, dgspite the measures taken to improve the situation, continued until

the end of the year.
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FEDERAL REPUBLIC OF GERMANY

5.2. In 1977, real GDP in the Federal Republic of Germany grew by 2.6%. This was well .
below the 5% target announced by the Fedral Government at the beginning of the year.

The economic upturn which got under way in late 1976 and early 1977 came %o a i
standstill from spring onwards. Consequently, there was no improvement in the

labour market situation. Price rises, by contrast, were roughly in line with the

target; measured in terms of consumer prices, the annual average rise was only

3.9%. In foréign trade, the year saw the highest balance of trade surplus (DM 38 400
million) since 1974. However, because of increasing deficits for services and
transactions, the current balance of payment's surplus (DM 8 200 million) was

gsomewhat lower than in the previous year. This surplus has been more than com-—

pensated by long-term capital exports.

An important exogenous factor in the slowdown in economic activity was the

unexpectedly sluggish growth of foreign demand. This sluggishness was mainly due to
slower growth in the volume of world trade. Exports to other Community countries,
especially France, Italy and Denmark, were much lower than expected, no doubt as a
result of the efforts made by these countries to improve their balance of payments
positions. However, despite the increasing burden imposed by the appreciation of the
Jerman mark (6.6% from December 1976 to December 1977 on average against other
surrencies (1)), German exports showed a further slight increase in their share of

“he volume of world trade.

The optimistic growth forecasts made at the beginning of 1977 probably influenced
he level of wage demands and settlements. Provided that real growth of around 5%

had been achieved, wage settlements of around 7% might have been expected to result

n a further slowdown in the rise in wage costs and a further slight improvement

11 firms' profits. With no increase in production since the spring, however, the level

»{ wage incrcases granted very quickly led to a marked acceleration in wage costs and

- rapid slowdown in the growth of firms' profits. Because of the weakness of demand, .
. was not possible to offset this through price increases, either at home or abroad.
ie severe squeezing of profits was probably, in addition to the general weakness

-

.{ demand, the main reason for the slowdown in private investment activity.

.) Source : Commission departments. ‘ | ceefoes
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The weakness of demand and the appreciable rise in wage costs probably
1ed an unfavourable effect on employment, though the stepping up of the Federal
Government's labour market policy programmes and a further fall in the number
of foreign workers prevented a rise in unemployment.  Besides such
economic factors, there are also structural factors such as the renewed growth
in the working population, difficulties of matching the demand and supply for
labour and the increased tendency of firms to carry out rationalization, which

make it difficult to achieve any improvement in the labour market situation.

In adopting its target for economic growth in 1977, the Pederal Government
assumed that, providing the recovery continued, a growth rate of 5% could be

achieved without any additional stimulation of domestic demand. Economic policy

therefore continued initially to be directed towards reducing public budget
deficits, overcoming specific structural labour market problems and consolidating
progress made towards achieving stability. However, in adjusting the economic
policy guidelines for the Federal Republic of Germany in March 1977, the

Council pointed out that 5% growth could be achieved only if economic policy

were made more expansionary. From the spring onwards, as the weakening of demand
 became evident, there was a gradual change of course in budgetary and financial

policy. The measures taken will for the most part make themselves felt only in

1978.

Budgetary policy for 1977 was initially geared towards pursuing

the course of reducing deficits embarked upon in 1975. In the spring,
however, their was a change of course with the introduction of a
supplementary public investment programme for 1977-80 amounting

to some DM 18 000 million. DM 4 500 million of this programme, in which the
Linder and local authorities are also involved, was committed in 1977, though
only DM 500 million of this amount was actually disbursed in 1977. The
weakening of the recovery was also taken into account in the Tax Amendment
Law passed in June. The planned 2% and 1% increases in VAT were reduced

to 1% and 0.5%. In addition, a number of tax reliefs for firms and individuals

coefens
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were granted, thereby foregoing the IM 5-6 000 million increase in revenue
originally planned. Finally, tax reliefs worth some IM 10 800 million were

approved in the autumn, of which just under DM 2 000 million took effect in

1977.

At just under 5L%, the rise in expenditure by central and local
Government remained very modest in 1977. While current expenditure rose by
about 6%, capital expenditure increased by only 2%. The federal structure
of the country was no doubt an impeding factor in pursuing a more expansionary
line on expenditure. While Federal current expenditure provided direct support
for demand, particularly in the second half of the year, local government

contributed only slightly to supporting the economy.

The relatively modest growth of expenditure was in contrast to an
unexpectedly high level of growth in revenue (almost 103%). 1977 showed
once again that the built-in compensatory effects of the tax system are
either very limited in their impact or produce a delayed and therefore
if anything procyclical effect. Thus, the favourable profits situation in
1976 as a basis of assessment for income and corporation tax in 1977 had the
effect of increasing the tax burden on firms on top their already weak profits
situation. Wages tax too increased disproportionately because the tax reform
of 1975, while granting reliefs for lower income groups, increased the

progressive effect of the system.

A1l in all, budget management by the public authorities in 1977 had
a markedly restrictive effect. The financial deficit of central and local
government fell from DM 48 000 milldon in 1976 to DM 34 000 million im 1977.

In the field of monetary policy, the target for the growth of ocentral
bank money set by the Bundesbank at the end of 1976 (+8% as an ammual
average for 1977)-assumed 5% real growth in GNP and 4% inflation. Though
qurrenf price GNP grew more siéwly‘ﬁhan expected (6.1%), the Bundesbank

maintained its money supply target uﬁ@hanged throughout the year. Up to
August 1977, it made an exira ' '

ceefene




D 14 000 million in liquidity available to the economy through various
relaxation measures. During the remainder of the year, the unrest on the
exchange markets caused by the weakness of the dollar and the interventions
made in this connection resulted in considerable inflows of currency (DM 8 2¢O
million from July to December), which increased liquidity substaniially. Trere
was thus 1in generat‘in 1977, a relatively easy situation as regards liquidity,
in line with the weakness of the economy, and so the money supply %. get was
slightly exceeded (by 1%); there was at the same time a marked drop n

interest rates.

In the second half of the year, monetary policy was increasingly
ia conflict with exchange rate policy. Interventions by the Bundesbani,
mainly against the dollar, remained within the framework of day-to-day
exchange rate adjustments without entailing massive support. Nevertheless,
a considerable volume of intervention built up over time. The
lowering of domestic interest rates produced hardly any reduction in the

upward pressure on the German mark.

In addition to overall budgetary, financial and monetary policy measures,

a nunber of selective programmes were further pursued or in some cases stepped

up by the Federal Government. In order to support the building and construction
industry, the Federal CGovermment'®s regional programme for subsidized housing
was extended and carried forward into 1978. Grants for capital expenditure

on research and funds to promote'small and medium-sized firms were increased.
In addition, substantial funds were again made available to continue the

labour market policy programmes of the Federal Institude for Labour.
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17 Mairnh 1977 laid down the following priorities

Oouncil deci
policy @ the reduction of inflation and the gradual restoration of

externe) trzde, wuile at the same time avoidance of a contraction in

domestic demand which might sggravate the unemployment situation. Assumptions

about the growth of world frade at the time fully justified this atance.

K able suggests that the general objectives

The information at present avail

pursued by the French autherities have been attained, even though the favourable

results anticipated appear %o have been zchieved only at the end of the period.

Taking the two basic objectives, the reduction of inflation and balance

of trade equilibrium, the improvement took place later than anticipated ; this

explains the difference between the quantified objectives and the actual figures.

Finally, it should be stressed that this reversal of trend did not halt the

growth of the purchasing power of +the hourly wag

time-lag in achieving the objectives set, which were in any case

fairly ambitious, does not appear 4o be particularly long if oune looks at the

econsmic situation at fthe end of 1576 and the criteria which the authorities

set nemselves in réctifying the situation.

As regards external trade, the volume of imports showed virtually no change

from 1976 to 1977 and the rise in import prices was not further increased by

variations in the weighted exchange raiee. T+ was therefore only the lack of

growth in foreign demand which prevented eguilibrium from being achieved eariier,

since there were indeed some gainsg in market shares in 1977. In addition exports

of agricultural and food products remained low uniil the middle of the year as

a result of the poor harvests in 1575,

With regard to curbing inflation, several decisions taken at the beginning

of the period influenced the underl

n

ssively the effects of the freecze imposed in the last quarter of 1976, then

the effects of the cut in the rate of VAT and Tinazlly the impact of ithe rises in

public wtility charges, delayed until April

therefore, not until May that fhe effects of the siobilization polioy began o

it

melce themselves really felt ; Ifrom May fto Deceuwber 1977, the rate of consumer

price rise expressed abt an anmmial rate

although the average ysar-on-year ilse in prices remains high, the slowdown has

.. PR . )
down from 13 172 7 4o under 6 %h. So,
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heen marked.
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e rate but merely slowed it down.

ying trend of prices: the price index refiscted

and then all implemented at once. It was,
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The rise in unemployment during the first half-year may be regarded as
tne result of a decline in activity. The fall in the number of job—seekers
wuring the second half of the year cannot, however, be considered as the
result of an overall increase in the demand for labow, but as a sign of the

success of the specific measures taken from the middle of the year onwards.

Analysis of the various aspects of the economic policy pursued in 1977

shows to what extent the measures tsken have helped to restore the sit ~tion :

general short—term economic policy has proved well-judged with the e.ception

that external demand was considerably overestimated (also true of the forecasts

of most of France's trading partners) ;

budgetary policy has been variable in its impact : at the beginning of the

period, the reduction in the standard rate of VAT (bringing a 2 % reduction
in retail prices for the products concerned) probably helped to support
consumer demand ; for the year as a whole, with consumption increasing less
than expected, indirect tax revenue was lower than forecast ; finally, the
increase in family allowances and social benefits had only a slightly expan=—
sionary effect since a large part of the exira expenditure was financed by

raising some indirect taxes and in particular by issues of bonds ;

monetary policy has played a moderately restrictive role. While the 12,5 %

growth target for money supply (set on the assumption that economic growth
would be higher) has probably been respected, the real increase in GDP should
not much have exceeded 12 %. By contrast, the high level of interest rates,
made necessary by the objective adopted on exchange rates, has obviously been

unfavourable to that investment which could not benefit from state aids ;

on the prices front, the success of the policy pursued has been resirictied

by a number of factors :
- the effectiveness of price controls has in practice been limited to industria’

goods' prices only,

~ exchange rates have not been a counter~inflationary factor as has been the
case in countries with appreciating currencies,

~ the rise in wage cosis has slowed down only gradually, and the working through

of this slowdown on to prices is subject to complex factors,

ol oo
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~- it was difficult to remove quickly the upward pressures {such ae excess

creation of moneﬁ which had built up before the plan was introduced.

All in all, the real though limited effectiveness of the measures has been .
reflected in slower growth of earnings, while price controls have prevented the

recovery of profit margins ; .

the clear improvement in the extcornal balance must be attributed to the overall

economic poliecy rather than to specific measures ; the gain in market share
observed in 1977 (in the region of 1.5 %) was prebably mainly due to the
weakness of domestic demand. Furthermore one of the objectives set with regard
to trade, namely holding down the wvalue of oil imp@rts; has been easily achieved

as a result of the deprecistion of the dollar in 1977.

All in all, it would appesr that the measures introduced in the auiumn
of 1976 and supplemented during 1977 have on the whole had favourable results.
The combination of restraint on credit and wage costs and measures 1o suppord
consumer demand by increasing scocial transfers has led 1o some initial progress

towards restoring equilibrium, without making it necessary to apply too sharp

s brake to the expansion of demand. It weould of course have been vain to nope
that an overall policy drawn up in the light of the macroeconomic objectives
described above could have sliminated unemployment within such a short period.
The increased underemployment during recent years, like the inflaticn rates; also
reflect factors unconnected with the business cycle, and which restrict the

chances of success of snort-~term policies.
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5.4, The guidelines of spring 1977 were based on the favourable

outlook for the year as a whole both for growth (export, investment
and private consumption development) and for employment (slight
reduction in unemployment) and internal eguilibrium (moderarion of
the inflation rate). They stressed, as a consequence, the importance
of budgetary policy as an instrument accompanying a better belanced
growth and reducing progressively the deficit in the coming ye rs.
They also put emphasis on the necessity for pay moderation in « iler

to improve the outlook for the development of employment.

Growth in 1977 was greater than had been foreseen. A certain
number of exogenous factors have contributed to this result (improved
confidence, impact of the prior depreciation of the pound on exports,
employment support measures). Although the reduction in unemployment
has been small (from end-1976 to end-1977 the number out of work
declined from 111,000 to 106,000), this must be attributed to certain

..!)é§~_

special factors such as the increase in the lLabour force, the relatively

low level of emigration and the drift of workers from the agricultural
sector. The inflation rate slowed down substantially: from 20.6 % in

November 1976 it fell to less than 11 7% in mid-November 1977.

The major direction of economic policy has been in accordance

with the guidelines traced out in March last. In the middle of the year

it was modified in a more expansionary direction to implement the
electoral programme of the new government and the priority given to

the employment problem.

Budgetary policy already at the beginning of the year provided

for a supplementary effort to encourage investment, tax reliefs, higher
social welfare benefits, the maintenance of food subsidies as well as a

transfer to the Exchequer of part of the local authority rates. Further

stimulatory measures were taken in the middle of the year such as the

abolition of road tax, increased transfers for house purchase and higher

public expenditure (creation of additional jobs). Overail, these measures

eriabled the achievement of growth about 5 ¥ 1in 1977. At the same fime

and despite the additional expenditure and reduced taxation du: to the
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messures taken, the net borrowing regquirement which fell in 1976
was below the forecast Level being brought down to 10.2 % of gross

national product, due in particular to lower interest cost.

Monetary policy has been relatively neutral. The achievement

of the norm fixed for the growth in the money supply wass facilitated
by the fall in interest rates which increased the attractiveness of
gitts during the period and resulted in a Limited amount of short-term

borrowing by the government,

Incomes policy played an important role even though s large

amount of wage drift was observed during the year. The relatively
moderate national pay agreement brought about in 1977 a reduction in

inflationary pressures and a more satisfactory development in costs.

e

Since mid-October the exchange rate of the pound has risen

substantially and this has been a favourable factor reducing domestic
costs. As a result of the performance of exports, delayed transfers
from the Community and invisibles, the current balance of payments
deficit (£ 150 million in 1977) has been substantially lLess than

first expected.

In total, policy followed in 1977 has been appropriate ta the
economic situation and has conformed to the guidelines set out. It
has stimulated growth and permitted the Irish economy to obtain far

better results than other Community countries.
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ITALY

5.5. Under the Council Decision of 17 May 1977 laying down the economic
nolicy conditions to be observed by Italy in 1977 in connection with the
crant of medium—term financial assistance and two Community loans, two

main objectives were to be attained last year: eliminating the orrrent

halance of payments deficit and limiting the year on year rate of increasc
in consumer prices to 16 % by December 1977. Both objectives were ..ttained.
The balance of payments on current account actually closed with a @ arge
surpluns (approximately Lit 1 800 000 million, compared with a deficit of
Lit 2 340 000 million-in 1976), and the increase in consumer prices was

down to 14.1%.

In contrast, the upper limits which the same Council Decision laid

down in the area of both budgetary policy and credit policy to serve as

"instrumental'” objectives in attaining the main objectives, were mostly

exceeded «

While the growth of real gross domestic product in 1977 was correctly

forecast a year ago at some?%, 1't;he improvement in the balance of payments

on current account went far beyond expectations, essentially for three main

reasons. First, net receipts from tourism were even higher than the very
expansionary forecasts. Second, stocks were run down more sharply than
expected, resulting in a decline in absolute termes in the volume of
merchandise imports. Lastly, the terms of trade improved considerably
in 1977, owing to a relatively stable commodity prices and the fairly

stable exchange rate of the lira.

ceefoee

1) See Communication to the Council of March 1977 (OJ L 119 of 12.5¢1977) «
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Prom wirbwne L0760 bo around the middie of 1977 the Italian

authorities pursued a restrictive short~term sconomic policy, in

line with the main objectives mentioned above, With the improvement
in the prospect of sttaining these objectives, monetary policy in
narticuloar was relaxed in the second half of last year J(see below).
A contributory factor was that the recession in production expected
at the beginning of 1977 for the second and the third quarters in the

event proved somewhat more severe than anticipated.

The social costs of attaining the abovementioned main economic
policy objectives would not have been so high if world trade in 1977
had expanded as sharply as had been assumed at the beginning of last
year (8 ¢ in volume terms). Instead, world trade grew only by some 5%

and as a result the expansion of Italian exports fell short of expec—

tations.

Budgetary policy had a restrictive effet until roughly the

middle of the year. In this period the upper limits - mentioned

above — were observed for all budgetary variables {expansion of total
central government cash expenditure, deficit of Treasoury alone and deficit
of Treasury aﬁd.local governmen{~together). The tax ratio again rose.
In the second half of the year and especially towards the end of 1977,
however, the upper limits for the Treasury deficit and the deficit of
the public sector broadly defined were considerably exceeded, mainly
becavse the economic slowdown meant a loss of tax revenue. In the second
half of 1977, therefore, budgetary policy again had the effect of

sustaining economic activity.

R
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Monetary and credit policy also followed a distinctly restrictive

course up to the middle of last year, although in the first quarter the
upper limit for total domestic credit expansion agreed between the

Italian authorities and the Commission was considerably exceeded as

a result of the abolition of the interest—free cash deposit and the
special surcharge on purchase of foreing exchange. The level of interest
rates, especially short-term interest rates, was lowered by stages %o

toke account of the less expansionary outlook for prices. But even aking
into account the remarkably stable lira exchange rate trend, interc :t rate
levels throughout the year remained considerably above those in the prin-
cipal partner countries. Thisfact and the ceilings on bank credit have meant
that the banks imported money on a large scale. (1). The ceiling controls

on the expansion of Lira lending by the banks were maintained in 1977,

In the second half of the year monetary and credit policy was
relaxed. The discount rate and the rate for advances against securities
were lowered from 15% to 13% in June and io 11.5% in August. The main
development, however, was a very sharp increase in lending in the fourth
quarter of 1977, brought about by the rapid rise in the public sector
deficit. The upper limit for domestic credit expansion was once more
considerably exceeded, so that the growth of money supply accelerated
significantly. Taking the year as a whole, the limit may well have been
exceeded by some Lit 4 500 00C million, almost the whole of .

which was attributable to the public sector broadly defined.

In the area of incomes policy, agreements were concluded early in

1977 between unions and employers which -~ through certain changes in the
operation of the sliding wage scale — were intended to moderate the rise
in average unit wage costs. Nevertheless, and although in 1977 the upsurge
in prices remained within the agreed limits (see 1 above), the growth

rate of the gross wage and salary bill at around 24, was far higher than

that of gross domestic product in money terms (up 21.5%). The share of

s

(DIt was mainly as a result of these morey imporis and the heavy surplus
on current account that official gold and foreign exchange reserves
rose repidly in 1977 (by Lit 5 800 VOO million, to Lit 16 480 000 million).




nrofits in nabtional incomse ond the average profit marge per unit of

owtput therefore declined last year despite the "fiscalization', in

ebruary 1977, of part of industry’s social security contributions.
Beeause of the above—mentioned rise in the tax ratio, personal

disposable income increased more slowly than gross domestic product

(by roughly 19 1/29). Put thic was partly offset by a decline in the

savings ratioce.

By intervening on the foreign exchange market and by maintaining
a wide differcntial between interest rates at home and those abroad
¥
the Italian monetary suthorities succeeded in keeping the

exchan~e rate of the lira against the dollar steady on average from

Janunary to December 1977, while it fell by only 3.5% against foreign

currencies as a whole. Between 1976 and 1977, by contrast, the weighted

depreciation of the lira had been almost 7%.

From a shori—term point of wiew, the economic policy pursued by
the Italian authorities last year was quite successful, boih as regards
the fight against inflation and in particular as regards the balance of
payments on current account. From a more leng-term point of view, however,
the verdict canmnot be so favourable. The level and momentum of the 1977
public sector deficit of Lit 20 000 000 million are such that they hold
serious dangers for the future. In addition, the growth rate of average
unit wage costs remained far toc fast despite a variety of counter-measures.

Not least, too little has been done to improve the structure of production

and to adapt it to the changed patitern of demand.
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NETHERLANGS
5.6. In the Netherlands, budgetary and monetary policy in 1977 was in

line with the guidelines adopted by the Council. The support for economic
activity provided by budgetary policy - for general government as a whole -

maintained at approximately the same level as in 1976.

1977 was also marked by a very sharp expansion in invevtment by
firms (+ 16 % in volume terms) and investment in dwellings (+ 15 ° . This

expansion was due in part to the support measures taken in 1975

and 1976, especially tax reliefs and selective aids to building and con-
struction. 4s a result, the building and construction industry was fairly
buoyant, and there was a significant fall in unemploymeni in this sector.

The relative firmness of private sector demand is one of the reasons

for the fall in public sector capital spending; a number of public sactor
projects had to be deferred to avoid excessive demand on productive capacitye
(In the summer of 1977, the number of vacancies in building and construction

was equal to the number of unemployed) .

There was nonetheless a considerable shortfall in achieving the
objective set for economic growth, and the sole reason for this was the
weakness of external demand and the resulting worsening of the external
balance. The result of the deterioration of the external balance (in real
terms) was to decrease the Netherlands' GDP by 2.4 %, and the GDP of the
Community as a whole by 0.15 %. This latter figure may indeed be taken as
an indicator of the positive effect of the worsening of the Netherlands'

external balance on activity in other countries.

Monetary and financial policy achieved its objectives on the
whole, benefiting from the relative fall in shori-lerm interesi rates,

which encouraged the switching of funds to long-term investments. Thus,

a reduction in the rate of liguidity of the Dutch economy = one of
the objectives which lay behind the tightening of bank lending in May 1977 -

ofs
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ias largely achieved: in October 1977, domestic Liguidity, which
was up only 1.2 % (1) compared with October 1976, showed a seasonally

adjusted decrease of 7.5 % compared with the end of April 1977.

Because of this change in the composition of investment,
the general government borrowing requirement (2.4 % of GDP) was for
the most part covered, despite the appreciable decline in the financing
capacity of the private sector (2.7 % of GDP as against 5 % in 1976).
The fall in Long-term rates observed since the middle of 1976 came to

a halt in August 1977 and was followed by a slight rise during the

Last three months of the year.

After having pursued a comprehensive and energetic incomes policy
in 1974 and 1975, the Dutch authorities gradually relaxed their attitude.
However, they maintained until 1977 fairly strict price controls and
statutory rules concerning the effects on prices of increases in wage
and salary costs in certain sectors which were relaxed 1in 1978. As
regards compensation of employees, only the rules on the statutory
minimum wage were maintained in force; in other cases, the trend of
wages and salaries was determined by negotiations at sectoral or

company level without any general agreement between the two sides of

industry.

(1) After correction to take account of a statistical change in the
series.
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BELGO-{.UXEMBOURG ECONOMIC UNION

BELGIUM

5.7. In Belgium, economic rlicy was on the whole in Line with the

general guidelines adopted by the Council. Budgetary policy continued

to provide very considerable support for purchasing power and activity,
and this support indeed increased between 1976 and 1977. It should be
stressed that the growth of expenditure was largely due to current
transfers to households. The increase of private consumption was mainly
due to the growth of social transfers: by contrast, the impact of public
capital expenditures, remained modest, partly because of a substantial
fall in fixed investment by the communes following the implementation

of the merger plan at the beginning of 1977. Thus, the general government
borrowing requirement rose from 4.9 % of GDP in 1976 to 5.6 % in 1977.

The fact that, despite the expansionary stance of budgetary policy,
the growth target adopted by the Council (4 %) was not achieved was mainly
the result of the weakness of external demand and the loss of buoyancy ﬁn
Belgian exports - exports of goods rose only 2.4 % in volume. In addition
to the weakness of external demand, there was a decline in investment by
firms and investment in dwellings which resulted in a 1 % fall in gross
fixed capital formation despite the measures to support investment

introduced in 1976 and early 1977.

Against a background of low growth, employment declined further.
Though a number of measures were taken in 1976 and February 1977 to promote
employment of young people and early retirement of older workers, unemp Loy=
ment continued to'rise, affecting 7.8 % of the civilian population on
average in 1977 (6.8 % in 1976).
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Monetary policy was gradually relaxed during 1977. The

discount rate came down from 9 % at the end of 1976 to 6 % in

June 1977, and the ceilings for rediscounting at the Banque
Nationale were raised. It should be noted that the discount

rate was temporarily raised in December 1977 to deal with pressure

on the franc resulting from the weakness of the dollar.

Interest rates fell somewhat during 1977. With long-term
rates remaining relatively high, there was a shift from short-term
to long-term investments. The government Loans issued during the

year were thus very favourably received.

L
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LUXEMBOURG

5.8. According to the Latest available estimates, generaL
government accounts for 1976 and 1977 will probably show a more
favourable outturn than was anticipated when the preliminary
economic budget for 1977 was drawn up. The general government
borrowing requirement will probably be equivalent to 0.7 % of GDP,
as in 1976. Central government will probably show a net Lending

capacity a little above the Level in 1976. Overall, budgetary policy

in 1977 has therefore, as in 1976, contributed to supporting demand,
in accordance with the Council guidelines. In the economic policy
area, government efforts have of course concentrated on the problems
resulting from the crisis in the steel industry and its effects on

the longer-term outlook for the Luxembourg economy.
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UNITED KINGDOM

5.9. In the Commission proposal to the Council on the economic

S ——————

policy guidelines for 1977, adopted on 22 November 1976 (1), it was

stressed that the main aims of the UK Government's economic policy

should be to
- reduce the rate of inflation;

- improve-the balance of payments.

The elements of the strategy, consistent with the Council's

recommendations, were laid down in late 1976, when the UK authorities

sought:

-~ to reduce the level of public expenditure and thereby the size of

the PSBR;
-~ to ensure controlled expansion of the monetary aggregates;

- to secure the external position by gaining International Monetary

Fund approval for a stand-by credit of SDR 3.36 billion.

In particular, in the Chancellor of the Exchequer's Letter of
Intent to the IMF, published on 15 December 1976, prior to the approval
by the Fund of the stand~by credit, it was announced that in 1977/78.(2):

- the PSBR would be held to £ 8.7 billion;

- Domestic Credit Expansion would be kept to £ 7.7 billion.

It was. subsequently announced in April 1977, that the authorities
would aim to keep the growth of the sterling money supply as broadly
defined (Sterling M3), during 1977/78, within the range 9 to 13%.

R e

(1) 0J L 358 dated 29.12.1976.

(2) In the United Kingdom the main decisions concerning budgetary and
monetary policy are taken for financial years rather than calendar
years. It is, therefore, unavoidable that much of the discussion in
this note will concern the financial year 1977/78. For practical
purposes the financial year is the sum of the second, third, fourth,
and first quarters of the calendar year.



b

At the outset of 1977, both budgetary and monetary policy
could be considered restrictive. This position was reinforced by a

very firm incomes policy from August 1976 to July 1977,

Partly as a result of this policy stance, which was relaxed
as the year progressed, there was Little economic growth in the first
half of 1977. In contrast, a ' recovery in demand is Llikely to
have occurred in the second half of the year, although there is no
sign of a substantial rise in output. In addition, the underlying rate
of inflation fell very markedly, from 207% in the first half of 1977,
to 7 1/2 % in the second. For the same two perijods, the current account
moved from a deficit of £ 800 million to a surplus of £ 900 million.
Special empLoyment'support policies clearly helped to soften the impact
of Low economic growth on unemployment. However, as the year progressed,
the authorities experienced increasing difficulties in reconciling their

exchange rate and monetary policies.

Following the budgétary posture established in December 1976,
the UK Government announced three major adjustments to taxation. These
adjustments were possible because of the pro gressive strengthening of
the UK's financial position during the year and the improved outlook
for the PSBR. An important aim of the adjustments was to reduce the
burden of direct taxation with the view, in the first case, of obtaining
Trades' Union Congress agreement to a further round of incomes' policy.
In this regard UK economic policy was in Line with the adaptions to
the economic policy guidelines adopted by the Council in March 1977

(1). The measures may be summarised as follows:

- in March 1977, the Chancellor of the Exchequer announced dﬁrect tax
reductions (£ 1.3 billion in a full year) partly offset by indirec™
tax increases (£ 0.8 billion). At the same time, further direct tax

reductions were proposed.

- in July 1977, the UK Government implemented significant direct tax
reliefs somewhat different in structure from those announced i T
March Budget, at a further cost of about £ 1 billion.

eece /oo

(1) 0 L 119, 12.5.1977.



- concerned at the stuggish rate of economic growth, the UK
government announced further fiscal measures, in October 1977,
designed to stimulate economic activity both by reducing the
burden of direct taxation and by increasing public expenditure
programmes in 1978/79. The tax adjustments were estimated to add

about £ 1 billion to the 1977/78 borrowing requirement.

“gven after the tax reductions, the PSBR for 1977/78, will still

remain well within the Level communicated to the IMF (£ 8.7 billion).

Although these adjustments, in particular the third, amount to
some relaxation of the stance of budgetary policy, economic growth

has remained somewhat Lower than anticipated at the time of the March

Budget.’

puring 1977/78, the UK authorities endeavoured to keep the
growth of the money supply, as broadly defined, (sterling M3), between

9% and 13%. In the event, growth 1is Likely to be at the top end of
this range or slightly above. The main stimulus to monetary expansion
has been the massive inflow of funds into the United Kingdom that has
followed the restoration of financial confidence, partly offset by the
Government's success in funding the borrowing requirement outside the
banking system. Indeed, the level of official reserves rose from just
over § 4 billion at the end of 1976 to ¢ 20.2 billion by October 1977.
In the lLate summer of 1977, this inflow threatened to provoke massive
monetary expansion, unless the UK authorities abandonned their policy
of holding down the effective exchange rate to preserve export price
competitiveness. This step was vitually forced on the Government at

the end of October 1977 .

At the same time as the capital inflow took place, the Bank of
England's minimum lending rate fell rapidly from 9 1/2 % at the end
of March to a low point of 5 % in October. Following the change in
exchange rate policy., minimum Lending rate was raised to 7 % but then

fell to 6 1/2 % on 6 January 1978.
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The second stage of incomes policy, which ran from August

1976 to July 1977, was successful in keeping the annual increase

in average earnii;s to 8 %. The impact of this policy on unit costs
is, at present, helping o lower the rate of retail price inflation.
On the basis of the retail price index (excluding seasonal food
items), prices have risen at an annual rate of only 7 1/2 % over

the second half of 1977 compared with 20 % for the first half, a
very significant improvement. By January 1978, the year-on-year rate

of retail price inflation had fallen to 9.9 Z.

Under Stage 3, it was hoped to restrict the increase in
average earnings to 10 % nationally. Latest figures show that earnings
have risen by 4.6 % in the first five months of the policy. Although
it is not easy to annualise these figures because of variations in
the pattern of settlements they do point to the possibility that
earnings may increase by more than 10 % in the present round of

incomes policy.

Largely due to North Sea 0il, the UK's balance of payments

on current account moved into surplus in the second half of 1977,

As regards exchange rate policy, during most of 1977 the UK
authorities aimed at ensuring stability in exchange markets consistent
with the need to maintain competitivity. In the circumstances, the
authorities pursued a policy of a stable exchange rate in effective
terms. However, as capital inflows in the autumn continued on a
large scale, it became increasingly Llikely that this development
would threaten the control of the monetary aggregates and the authorities
finally allowed sterling to rise against other currencies from the
end of October 1977. In the view of the Commission it might have helped
the UK authorities in their anti inflationary policy if such a move
had been considered somewhat eartier in the year in accordance with

the guidelines adopted by the Council in March 1977.
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C. ''PLEMENTATION OF THE COUNCIL DECISION QF 18 FEBRUARY 1974

6.1. In accordance with the Council Decision of 18 February 1974
the Commission is obliged to report to the Council on Member States'
compliance with the procedures and the timetable that aim at achieving
a high degree of convergence of the economic policies of the Member

States of the Community.

In the year 1977 the Council held ten meetings (1), two more
than in 1976, in order to examine the economic and monetary situation
and to Lay down guidelines for economic policy so as to form the basis

of a coordinated economic policy.

The first yearly examination of the economic situation, which
is required to take place in the first quarter, was held on 14 March.,
The council approved a Decision adjusting the economic policy guide~
lines. However the Desicion was finally adopted only on 25 April (2).
on 14 March, in accordance with Article 6, the Council and representatives
of the governments of Member States, endorsed, after consulting the
Economic and Social Committee (3) and the European Parliament (&) a
resolution adopting the fourth Medium Term Economic Policy Programme
(5) retating to the period 1976-1930.

The second yearly examination of the economic situation of the
Community was undertaken on 18 July and, following a proposal of the
Commission, a Decision on the preparation of public budgets for 1978

was adopted (6).

For the third examination of the economic situation the Commission
presented to the Council, on 18 - ' October, its proposed Annual Report

on the Economic Situation in the Community (7) together with economic

(1) On 14 February, 14 March, 5 April, 20 June, 18 JuLy, 19 September.
.~ 17 October, 21 November and 19 December.
(2) 04 L 119 12.5.1977.
(3) 04 C 56 ?.3.197?.
(4) 0J C 83 4.4.1977.
(5) oy L 101 25.4.1977.
(6) 04 L 204 10.8.1977.
(7) COM(77) 494, final.
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policy guidelines for each Member State for 1978. These proposals
were discussed by the Economic and Social Committee (1) and the
European Parliament (2) and definitively endorsed by the Council

on 21 November (3).

6.2. The European Council, on each of the three occasions that
it met (4), also considered the major problems raised by the monetary,

economic and social situation.

A third Tripartite Conference took place on 27 June. Like
those of 1975 and 1976 it brought together the Ministers of Economic
Affairs and of Employment, the Commission, and representatives of
the two sides of industry. The object of the exhaustive discussions
was a critical examination of the effectiveness of economic policy
in the Member States since 1976, and the setting up of a common list
of themes, each to be examined as a matter of urgency, and which
aimed essentially at tackling the problem of employment in the

Community.

6.3. Nevertheless, despite certain partial successes, the attempts
at coordination made within the Community institutions have remained
insufficient. In general, these attempts have lacked continuity and
coherence: the monitoring, during the year in question, of the jointly-
agreed targets have very often appeared to be too formal; the Council
debates have rarely led to an open exchange of views on the fundamental

problems.

In addition, the meetings of Ministers of those countries which
adhere to the Community exchange rate system have always taken place
outside the framework of Community institutions, and the obligation
of prior consultation was not respected at the time of the two

realignments of parities within the Community intervention system.

/ ve.

(1) o ¢ 18 23.1. 1978.
(2) 04 C 299 12.12.1977.
(3) 04 L 323 19.12.1977.
(4) 25 and 26 March, 29 and 30 'June, 5 and 6 December.
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6.4, The multifarious dangers which threaten the current economic
situation and the important problems of structural change have = given
the current degree of economic interdependance of Member States -
underlined the need for a more effective coordination at Community
Level of economic policies, both in the short and tong term. Thus,

in a Communication made to the Council in October 1977, the Commission
requested that the Decision of. 18 February 1974 should be put into
practice in a more satisfactory manner and, with this aim in mind,
proposed an improvement 1in the machinery for coordinating budgetary,
monetzry and exchange rate policies (1). The pursuit of more effective
coordination of national economic policies is also in conformity with
the aim of relaunching the idea of economic and monetary.unicn which
was proposed by the Commission in its Communication to the European

Council 1in Brussels in December 1977 (2).

6.5. At the Council meeting held on 21 November 1977, all the
delegates expressed the desire to see a strengthening of the coordination
of the economic and financial policies of Member States. The competent
committees (the Economic Policy Committee, the Monetary Committee, the
Coordination Group, the Lommittee of the Governors of Central Banks)

were given the task of examining the Commissicn's proposals. The Council

will discuss the conclusions of this examination in the coming months.

(1) "Improving coordination of the national economic policies';
CoOM(77) 443 Final.

(2) "Communication on the prospect of economic and monetary union";
comM(77) 620 Final.
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CONCLUSIONS

Although in 1977 progress was made in reducing the high Llevels
of inflation and in reducing balance of payments deficits, other important
economic policy objectives were not achieved. The economic recovery
ground to a halt, and unemployment increased sharply until the middle

of the year.

A self-sustaining and self-reinforcing recovery has not taken
place, although the trend of the Member States' economic policies was
in Line with the general economic policy guidelines laid down by the

Council.

There are many reasons for the continued weakness of economic activity.
The growth of world trade outside the Community slowed down more than
expected, and the growth of intra-community trade proved even weaker.
The coincidence of cyclical trends has been greater; differentiation in
growth rates between Community countries with strong currencies and those
with weak currencies was not achieved (with the exception of the United
Kingdom). Expansionary forces, particularly in the Federal Republic of
Germany, were for a long time overestimated. The short-term economic
policy measures taken to stimulate private and public consumption came

too Late to give firm support to the récovery in 1977.

Once again, the Member States of the Community have underestimated
the effects of the large degree of economic finterdependence among the
European economies., The intensity and effectiveness of economic policy
coordinatijon within the Community were not sufficient to meet the challenge
of the present stabilization and restructuring crisis affecting all the

Member States.
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STATISTICAL ANNEX

Table 1 - ECONOMIC POLICY TARGETS AND OUTTURNS FO# 1977
Table 2 - DEVELOPMENT OF DOMESTIC DEMAND IN 1977

Table 3 - DEVELOPMENT OF INCOMES AND THE SAVINGS RATIO
Table & - DEVELOPMENT OF PRICE AND COST INDICATORS
Table 5 = UNEMPLOYMENT

Table 6 - EXTERNAL TRADE AND DEVELOPMENT OF THE BALANCE
OF PAYMENTS IN 1976 AND 1977

Table 7 - EXCHANGE;RATES, COMPETITIVITY AND OFFICIAL RESERVES
Table & - MONETARY TARGETS FOR 1977 AND OUTTURNS
Table 9 - MONEY SUPPLY, CREDIT, AND INTEREST RATES

Table 10 - GENERAL GOVERNMENT BUDGETS (1975-1977)

N.B. Except for the Federal Republic of Germany the national
accounts figures for 1977 are estimates of the Commission’s

.«-Departments. The figures for Belgium do not take account

of the recent revision to the National Accounts.
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Federal Republic of Germany: M3)'

2 Percentage change on same month of previous year.

(3) Short-term rates: day—to-day rate, Long-term interest rates' y1eLd on fixed interest
securities.

(4) November.

Data not available.

v

M1 and'hear—monéy._

I
t 1975 1976 e 7 7
* Counntry Pecenbor December Farel June Scptemler Decemier
Money supply (1) (=)
»"\1 M? H1 Hz H,‘ Mz M.' M;_’ N,‘ H?, ‘ F‘L‘ HZ
Pennark 26.0 255 G2 114 63 9.0 6.9 9.2 7.0 10.1 9.0 9.8
oG 0y 157 8.5 1.9 .4 7.8 9.2 ST 7.7 2.1 9.3 1.3 110
1 27 159 Te'i 12.8 TeT 12.3 5.9 10.4 8.6 12.6 8.0(4)  12.5¢4)
ircland 20,3 19.1 1¢.6 14,3 19,2 153 W62 ¢ : : 24.9¢6) 16,4
Tialy 125 23.6 20,1 20.7 18.4  19.5 20.1 20.¢ 21.2 20.7 19. 19.7¢4)
T therlonds 187 5.7 6.8 22.7 1.0 20.2 16,8 1.4 20.2 7.8 13.9¢4) 7.8¢4)
Belgiun 14.3 15.0 7.0 14.2 004 1344 6.8 12,1 10.2 10.8 10,84 10.5
United Rivgdoa 2.4 7.8 133 11.3 8.8 Uel 13.6 8.1 12.2 6.3 9.8 9.2
UGA 4.1 8.8 Sel 10.5 €1 10.6 6.2 10,3 7.8 1044 7,2 9.4
Yark lending to privais scetor (2)
Dermark 14.3 11.8 9.6 11.3 10.5 11.8
FA Gorrvuny 4eb 9.4 G4 9,3 9.0 9.0
Frones 14.2 157 1547 14.8 14.9 13.3(8)
Ireland 16,3 27.2 29.8 : H 18.004)
Ttaly 19.0 22.6 21.0 - 19.9 15.3 :
Netherlandn 12.2 2.1 22.1 21.0 18.7 ° 20.5¢4)
Belgium 13.9 15.7 13.8 14,8 13.% :
United Xinglom 0.7 11.% 12.8 13.0 13.2 12.3
UsAa - 0.6 8.4 9.8 1.3 12.7 T
T AR [ L B _ i
+
- Tnterast ratos (2) X i
short Long Short Long Short Long Shert Leng Short Long Short Leng
tern term tarm tecn term tern
Donmarl: 445 13.2 13.5 15.2 13.5% 15.5 i5.0 15.7 10.3 15.8 19.0 1C.6
¥R Cernony 3.9 . 8.6 5.0 2y 4.5 7.0 4.1 T 6.4 4:0 2.0 3.2 €,0
h‘ar’.cq. 6¢5 10.2 10.4 11.0 9.7 10.9 8.9 11.1 8.3 11.0 3.3 11,1
ITrelend 10,9 14.6 14.8 15.5 10.8 12.7 7.6 13.6 7.0 11.9 . 1.3
] Italy 8.3 1C.5 16.8 14.2 16.5 14.8 14.3 1447 12.3 14.4 11.1 14.1
Hetherlands Aol 1.6 6.4 Te5 5e5 T+6 0.5 T.1 2.7 6.7 4.9 5.8
]l.ef.lgl:un ) 3.9 8.5 Te4 9.3 5¢5 9.1 5.9 8.2 4.9 8.7 Te2 B.4
United Kingdem 10,2 14.8 13.8 155 9.7 13.3 6.7 13.3 58 11.9 5e3 11.2
UsA 5.2 Tel 4.7 6e4 4,7 1.8 5.4 T.6 6.1 TeT 6.6 7.8
D] M1: Notes and coins in circulation and deposit money; M2 (United Kingdom and the
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