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FOREWORD

1, Pursuant to Article 2 of the Council Decision of 18 February
1974 on the attaimment of a high degree of convergence of the economic
policies of the Member States, the Council must adjust as soon as
poseible in the first quarter the economic policy guidelines for the
current.year as required by economic developments., To this end, and
in accordance with Article 1 of the same Decision, the Commission is

forwarding this Communication to the Council,

2. In accordance with Articles 2 and 12 of the above Decision,
the Commission is also forwarding to the Council herewith a summary .
acocount of the economic policies pursued in 1976 and a report on the
implementation of the Decision and the degree to which the policies
pursued were consistent wifh the objectives laid dowmn.

3e The five-year projections for the main macroeconomic variables
which are referred to in the third paragraph of Article 2 are included
in the draft fourth medium-term economic policy programme, which the
Commission lgid before the Council on 6 October 1976,

4 Preparation of this decument was completed on 22 February 1977.
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I. RECENT DEVELOPMENTS

1.1, In early 1977, there is little, if any indication in the present
economic situation in the Community of a consolidation of the recovery, Although
a ganeraIIJqure favourable trend has emerged in the Federal Republic of
Gefmany and the Netherlands, and in spite of the sharp upswing in activity
in Italy, industrial output is expanding at the same moderate rate recorded
after the pause in the summer (cf. Table 1). Between June and December, the
seasonally adjusted index compiled by the Statistical Office of the European
Communities rose by only 2i%, as against 4% in the first half of the year,
The disparities between the situations in the individual countries have
widened, total order books have continued to shorten except in the Federal
Republic of Germany, and the degree of capacity utilization has levelled

off in most Member States.

1.2. The sluggish nature of fhe recovery is attributable mainly to the

fact that restocking has come to an end. But it also owes something to the

lack of buoyancy of fixed investment, the volume of which in 1976 was

moreover below its peak level of three years earlier. Business investment
was once more inhibited by the uncertainty surrounding the trend in demand,
exchange rate movements and the attitude of governments to structural
adjustments and also by poor profitability. However, signs of a revival in
business investment that were stronger in some countries than others have
recently become urmistakable in the Federal Republic of Germany, the Netherlands
and the United Kingdom. Lastly, the contribution to growth made by public

investment has, generally speaking, continued to weaken,

1.3. Employment has suffered from the depressed business climate. The

slight tendenoy for the number of wholly unemployed to decline, which became
apparent in a number of Member countries in the course of last year, came to

an end at the beginning of this year, except in the Netherlands. In Italy,

Belgium and the Wnited Kingdom, the number of wholly unemployed has continued

to rise. In the Community as a whole,,the seasonally adjusted unemployment ratd 1)
has remained éteady, at around 4.,6% (of, Table 2), and the average period

of registration with employment offices has lengthened. Since the summer,
short-time working has again been on the increase,

" (1) Mumber of wholly unemployed as a proportion of the civilian labour force
(Italys ISTAT figuresg



1.4. Although theannual rate of inflatién has been steadily deoclining in
the Commmity since 1974, consumer prices in the Community as a whole \
probably again rose on average by about \ 10% in 1976. This figure,
which is a good deal higher than that recorded by the Community's trading
partners, masks marked disparities from one Member State to another. At
the beginning of 1977, inflation was still running at a rate much higher
than 10% in three Member States (of. Table 3), while, of the other countries
in the Community, the Federal Republic of Germany was the only on to make
substantial progress on this front. The heavy pressure'on prices stemming
from internal costs tended to ease in 1976, whereas the higher prices of

foodstuffs and imporis had a relatively greater impact.

1.5, From early autumn last year. onwards, the lack of vigour in world-
business itrends meant that few Member States were able to expand their
exports. Further, since imports have climbed steadily, parily as a result
of édvance purchases of oil, the rapid deterioriation in the Community's
trade balance has continued, albeit at a somewhat slower paee (see Table 4).

For 1976 as a whole, the deterioration in the Community's current account - °

which has moved heavily into deficit - is expected to be equivalent to
_éround ﬁ 10 000 million, compared with ﬁ 13 000 million in the United States,

while an improvement of more than £ 4 000 million was recorded in Japan.



II, OUTLOOK
2.1, In the Community as a whole, it remains questionable whether

in 1977 expansion can be achieved vigorous enough to continue under its
own momentum and develop its own scope for acceleration. Firstly, the
measufes taken to correct the imbalances caused by the energi crisis
have not as yet been entirely successful. Secondly, the continuing lack
of business confidence does not yet hold out any prospect of a revival
in investment and employment, without which demand and economic growth
will falter,

242 As for the international economic situation, the United States

and Japan have announced measures which could improve the business climate
and export prospects of the other industrialized countries. However, these
measures will have neither a rapid nor any very substantial direct impact
on the economic situation in the countries of the Community since their
effects will take some time to work through and since the Member States’
economies are in fact not very much influenced by these countries'

foreign trade activities.

Although the steady inorease in sales to the OPEC countries may well
provide significant stimulus in 1977, the prospects for Member States’
exports to other areas of the world will be adversely affected by the size
of their deficits and their heavy burden of indebtedness., Overall, Community
exports are likely to expand at a less rapid rate than in 1976, probably by
some 7% in real terms for the year as a whole., In view of the more sluggish
expansion in the volume of imports, the Community's current account, in spite
of a slight deterioration in the terms of trade, is expected to show a sharp
improvement and move back almost to balance. This improvement will probably
contrast with expected developments in the main non-member countries. Neverthe-
less, for the entire period 1974-77,‘the Community's current account deficit
is expected to exceed $ 20 000 million, compared with a surplus of $ 5 000 million
in the United States and a deficit of more than ﬁ 1 000 million in Japan. The
problem of a mofe equal distribution of balance of payments deficits will
thus remain orucial in 1977. The deficit countries in the Community will
probably be able to reduce their aggregate deficit from ﬁ 15 000 million to
$ 7 500 million between 1976 and 1977, with the surplusés recorded by the
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other member countries widening from £ 5500 to § 7 000 million.

2.3, Within the Community, the difficulties still facing a number of
Member States give rise to the fear that, assuming unchanged policies and
behaviour with regard to inflation, price trend divergences will remain
unduly wide, at least in the early part of the year. Moreover, given the
recent rise in oil prices (which is expected to push up consumer prices
in 1977 by half a percentage point overall) and the pressures to which
the prices of a number of raw materials are subject, the inflation rate
in the Commuhity as a whole may not fall sufficiently to allow Member
States greater scope for manoeuvre in their fight against unemployment
and at the same time to help ease external constraints. An improvement

in trends is, however, expected in the second half of the year as a
result of the foreseeable disappearance of a number of temporary inflationary
pressures. Thus, after once again having exceeded 10% on an annual basis
in the first half of the year, the increase in consumer prices in the
Community as a whole is expeested to be eut back to some 7 or 8% in the
second half, Although not as good as could be hoped, this inflation rate
would improve the chances of a fresh period of balanced, steady growth

in the Community after 1977, particularly if it stems, as is expected,

from a significant narrowing of the disparities between Member States,

The key factor as regards price movements is whether, before the
anticipated improvement materializes, external strains and, in particular,
further upheavals on foreign exchange markets will not jeopardize the

recovery.
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2.4, In a less bouyant international climate than in 1976, the prospects
for internal demand will probably remain poor. The compensating impact that
inoreased investment demand might have had is unlikely to be felt in 1977
particularly since a slowdown is expected in the growth of the other
components ©of demand, especially private consumption., There will probably
be little, if any improvement in 1977 in the degree of capacity utilization,
- which at presenf is rather low in most branches of industry. Furthermore,
the slowdown in the increase in per ocapita wages in the Communlty ag a whole
will be of the same order of magnitude as that in productivity gains. As

a result, the improved profitability of firms is unlikely to be sufficient
to permit a brisk revival in investment. Overall, assuming unchanged economic
policies, the gross domestic product of the Community as a whole will
probably grow in real terms by only 3% in 1977, as against 4.3% last
year, This rate falls a good way short of the average figure given in the
Fourth Medium-Term Economic Policy Programme, which in turn is lower than
the rate the Community could achieve under "normal" circumstanses, judging
by past cyclical trends. A return to a satisfactory medium—-term growth

rate is, therefore, a major problem faocing the Community.

2.5 If the actual growth rate were constantly to fall short of the
potential growth rate, fresh difficulties are likely to arise on the

labour market in several Member States. Even in those countries where the
situation is relatively favoursble, to increase the number of persons in
paid employmenf and to reduce unemployment will doubtless be extremely

slow processes. Unlike last year, a slight increase in employment is likely
in several Member States, but.not sufficiently to bring about a\reduction
in the numbers seeking work. Excepting the Federal Republic of Germany and
possibly the Netherlands, the unemployment rate, as an annual average, will
tend to increase relative to 1976 or at least hardly improve. The worsening
of the situation on the labour market will be especially noticeable at

the beginning of the summer, when a large number of young people will be

seeking employment for the first time.



III. GUIDELINES FOR ECONOMIC POLICY

a) General guidelines

3.1. The objectives adopted for 1977 in the last "Anmual Report on the
Economic Situation in the Community" (1) were, for the first time, in
keeping with a jointly-agreed medium-term strategy, as established at the
second Tripartite Conference (2) and given in the Fourth Medium-Term Economic
Policy Programme (3). For the Community as a whole, they embodied an ecoromic
growth rate of 4%, an inflation rate limited %o 1-8%, 1mprovement of the

labour market and a reduction in external disequilibria.

3.2, The trends observed in recent months, and the conclusions drawn

from a fresh examination of the outlook for 1977 suggest that, assuming

there is no change in economic policy, these objectives cannot be attained.
The Community must consequently make a further effort. It wiil.have to see

to as rapid a return to internal and external equilibrium as is possible in
1977, so as to improve the basic conditions for lasting growth ani a reduction
in unemployment in the years to come and to make up for the lost time in

reaching the medium~term goals.

(1) Council Decision T6/916/EEC of 22 November 1976, 0J L 358 of 29
December 1976.

(2) 0F ¢ 173/1 of 28 July 1976.
(3) 07 € 12 of 17 Janvary 1977.



3e3e Teking into account the insufficient progress made in reducing
disequilibria - both internal and external - and the disparities between
Member States, a large-scale and simultaneous boost to the economy

. throughout the Community is out of the question. The fundamental
guidelines for economic polity set out in the Annual Report must reamin
differentiated according to the circumstances of the Member States.
However, siﬁoe it has not so far been possible to implement, with the
necessary vigour, the measures advocated in this connection by the

Council, additional efforts are essentials

— the revival of demand and production must be firmly sustained in the
Member States with a favourable balance of payments and a relatively
low rate of inflation. Given the uncertainty as to the economic outlook,
both internationally and internally, the Community must in particular
see to it that the Federal Republic of Germany and the Netherlands
achieve an economie growth rate of 5% and 4% respectively in 1977,

- economic policy must be as restrictive as possible in the countries
where the balance of payments is in deficit and the inflation rate is
s8till high, so as to reduce the pressure of costs and break the
sequence of currency depreciation and price increases. In particular,
the Community must see that Italy, Ireland and the United Kingdom
bring their annual inflation rates down to under 15% in the second
half of 1977.

3e4e . The Community's development and cohesion are endangered by the
persistence of inflationary strains created by an excessive and disordered
surge of internal costs; these dangers still peint to the need, in several
Member States, for a social consensus on action aimed atmoderating the:

rise in private incomes and at increasing productivity gains.
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It is incumbent on the Member States to'promote this
consensus by appropriate measures, particularly as regards the
developments of prices, taxation, working conditions, the accumulation
of assets and workers' participation in the decision-making brocess.
The problem of the convergence of the price and incomes trends within
the Community, and that of allocating, at national level, the fruits
of expansion satisfactorily between collective needs and private

incomes, must be the subject of regular information and consultation.

3.5, Unemployment cannot be scaled down more rapidly and structural
disparities within the Community cannot be reduced unless an active

investment and employment policy is implemented on a coordinated basis.

In all the Member States, economic poliey must be designed to
ensure that the willingness to invest issustained in the medium term
and to improve the general conditions for the growth of fixed investment.
The scale of investment in 1977 will, however, remain subject to
oonstraints which are not the same in the various countries and which
are determined by the persistence of unemployment and substantial budget
deficits, and by the fear of renewed bouts of inflation. The need to
improve the economic structure is also an important consideration in the
formulation of investment policy. In order to reconcile conflicting
requirements, it seems advisable to expedite the solution of priority
problems éuch as the energy problem and the fight against pollution.
The Member States facing balance of payments difficulties must step
up their efforts to reduce their dependence on imported energy and to
speed up the reallocation of resources to the export sector. This
action is in the common interest, and should be the subject of permanent
consultations, especially as regards the contribution the Community

might make to financing the investment programmes needed.
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In the employment field, obstacles of every kingd,
particularly tax problems, liable to discourage firms planning
to take on workers must be identified and overcome, and decisions
on official investment incentives and on the authorization of
price»ihcreases must reflect more closely the need to create new
Jobs. However, in order not to delay the elimination of outmoded
economic structures, aid designed purely to keep firms that can
never pay their way‘alive must be avoided. Specific measures to
combat the problem of unemployment among young people must be
strengthened, in particular by speeding up the creation, on a

temporary basis, of additional apprenticeships or traineeships.

3.6, In all the Member States, budgetary policy should be
designed to reduce the public sector borrowing requirement .

as a proportion of gross domestic product. However, the countries
with a favourable balance of payments should not follow this trend .
with the same strictness as those which must give high priority

to combating the inflation which is jeopardising their external
equilibrium. The former should reconcile their effort to reduce
deficits with the urgent need toiremedy the inadequacy of private and
public investment. The latter, on the other hand, should stand firm
in their determination to restrain their expenditure as much as
possible and also - in some cases ~ to bring their tax revenue more

closely into line with the scale of their budget commitments.

3eTe The diversity of constraints, particularly external constraints,
to which the Member States are subject means that monetary policies
must be framed in accordance with these differing circumstances.
Nevertheless, the Member States must jointly establish a coherent
framework for the growth of their principal monetary aggregates. In
accordance with the task already assigned by the Council, work aimed
at setting intermediate objectives is proceeding and it is necessary
that it come up with effective solutions. In the meantime, several
Member States (Federal Republic of Germany, France, United Kingdom
and Italy) have already introduced monetary targeté which comply
with the guidelines set out, in a medium-term framework in the last
Amnual Report on the Economic Situation in the Communitys: provided
that these targets are observed, this factor will result in progress

-

/
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towards aligning monetary policies within the Community.

Control of the expansion of liquidity provides at the
same time a general framework for the movement of interest rates.
Within this framework, interest rate policy should be used to
further fhe stability of the foreign exchange markets, It is
particularly important for differences in interest rates within
the Community, as between the Member States and the major non-member
countries, to remain compatible with the individual situation of

each currency.
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'b) Guidelines for the individual countries

4e1. In Denmark, the more restrictive slant which was given

to economic policy since the summer of 1976 has been reflected,

as was foreseen, in a slowdown of private consumption in recent
months, The level of imports has, nevertheless, remained buoyant

and exports have only progressed slowly. Thus, the trade deficit

has remained very high reaching about Dkr. 5,600 million ($ 950 million)
in the final quarter. Given in particular the outlook for a moderate
development in external demand, growth in 1977 is likely to be slow
(+ 2% in real terms) and insufficient to prevent some worsening in
the unemployment position. After the temporary price freeze which
applies up to 1 March, the danger existsthat the underlying factors
pushing up prices will again gain momentum as a result of foreseeable

upward adjustments.

4.2, In these circumstances, the general guidelines outlined in

the Annual Report remain valid and a cautious economic policy is

still required. The restrictive nature of budgetary policy in
particular should be maintained. Due to the importance of the external
constraint, budgetary measures to stimulate consumption, which would
result in growth of imports and compromise the chances of an
improvement in the balance of payments, should be avoided. On the
other hand, measures to support investment in certain sectors may
prove necessary during the year. The net borrowing requirement for

the 1977 budget should not exceed the relative level attained in

the preceding year; in all events it should remain below the norm

of Dkr. 11} million (45% of GDP) set out in the annual report on

the economic situation in the Community. If deficiencies in tax -
receipis result from developments in the short-term economic situation
they should be compensated for by a reduction in certain discretionary

expenditure,

4.3 As far as incomes are concerned, the restrictive guideline fixed
last year should be maintained. In this respeét, it is appropriate to
keep to the norms adopted by the Parliament in August last for the

renewal of the pay agreement in March, This condition appears essential
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in order to achieve the moderate development in costs needed to
improve the competitive position of Danish products and bring

about a transfer of resources to the export sector.

dede As for monetary policy, this should remain in conformity

with the guidelines fixed in the Annual Report and should be aimed

at containing internal monetary creation within those limits compatible
with the necessity of financing the current balance of payments

deficit. Interest rate policy should be directed at the same objective.
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5.1, In the Federal Republic of Germany, the factoré behind

economic expansion have again made themselves felt, after a fairly
long lull: the final months of 1976 saw more rapid growth of demand-

and production; exports and investment in capital equipment being

the main beneficiaries.

5024 The prospects for a continuation of the recovery are now

better, It.is, however, hard to say how far German exports will be
inhibited by the ﬁeakness of import demand in the Community's major
trading partners, It is also by no means certain that the improvement

in the propensity to invest in the private sector will be a lasting

one, The tendency for the upward movement of prices to lose momentum
will persist. The current account surplus will probably be of much

the same size as in 1976: about DM8 500 million, a figure corresponding
to 0.7% of gross domestic product.

Se3e In 1977, the growth rate of gross domestic product should reach
5% in real terms, this goal being the same as that fixed in the Federal
Govermment's annual economic report. There is no doubt that growth on
this scale is needed, both to support the recovery in the rest of the
Community and to cut down unemployment. None the less, even if this
result were achieved, the number of unemployed would still be about

900 000, or 3,5% of the working population.

Sede With a view to attaining the growth objective fixed, economic
policy should now be more expansionary than suggested in the Annual
Report on the Kconomic Situation in the Community. However, if growth
is to be lasting and inflation free,additional short-term measures

to stimulate private consumption do not appear to be appropriate:
about DM 25 000 million ~ or DM 15 000 million more than in 1976 -
charged against savings built up under asset~formation legislation
(premium saving, "DM 624 Law") will be released in the course of the
year, and part of this will boost private consumption expenditure.

In these circumstances, it would be preferable to base economic policy

more on medium-term support of private and public investment.

coe [ eee
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5¢5e Account must be taken, in any action needed to scale down
the budget deficit (which was running in 1976 at DM 47 300 million,
or 4.2% of the gross domestic product, for the public sector taken
as a whole) of needs dictated by general economic trends. Policy
with regard to the expenditure of the public authorities should be
designed to bring to a halt the decline in public investment. This
means that the budgets should be executed in full.

Sebe The public investment programme planned by the Federal

Government for the coming years. 4in ‘order to sustain economic growth,
ghould include for 1977 a volume of investment suffieient to boost activie
ty substantially, particularly in building and construction., The plac1ng

_of major_ orders should be aocelerated, so as to spur ‘on the econmmﬂwithout

e e

encroaching on the implementation of other investment project#
spongsored by the Lander and the municipalities. There is a case
for certain tax reliefs to give durable incentives to private

investment.

5T The framework for monetary policy has been set by the Bundesbank's
8% target for the annual average expansion in central bank money. In

these circumstances, the liquidity available should suffice to ensure
financing of the foreseeable growth in real terms, without hampefing
efforts to slow down the upward price movement. This policy should,
however, be implemented flexibly, as has in fact been the case so

far, and should be properly related to current economic trends.

508 Action undertaking to improve the general conditions of
economic growth and of employment should be supplemented by selected
measures with regard to employment, In particular, schemes now being
implemented to develop the mobility of labour, to improve occupational
training and further training, and to help the groups of the population

placed most at a disadvantage in the economy should he strengthened.

oe o /...
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6.1 In France, the economy is at present going through a peried of

ad justment. The measures introduced last autumn are beginning to show positive
results, with a gradual easing in cost and price rises and in the balance of
trade deficit. However, the long-term success of the stabilization programme
depends on- bdth the readiness of the two sides of industry to respect the
wage and price guidelines and strong and sustained foreign demand (including

the absence of disruptive factors in the international situation).

6.2 The growth rate of the economy in 1977 will probably be moderate.
However, to some extent, the increase in unemployment could be offset by.

voluntary withdrawals from the labour market.

6.3 The principle of gradual return to budgetary equilibrium must continue
to govern the actions of the public authorities. However, if the level of
economic activity proves clearly insufficient, specific measures aimed at
promoting job creation could be taken in the potentially most dynamic sectors
or where the needs are most urgent, If there is a budget deficit, it must

as a matter of prierity be financed threugh borrowing. The extent and basis
of each selective support measure must, however, be made dependent on clear

progress in reducing inflation.

6.4 The present stance in monetary policy will provide solid backing for
the measures being pursued to stabilize the economy. The official targets for
the growth of total lending and the money supply have certainly helped to
reduée inflationéry ekpeététions. As far as interest rates are 66ﬂcefﬁed,
the easing of the situation on the money market since the beginning of the
year could continue, thus bringing about a reduction in costs in the non-
financial sector. This easing of interest rates must not, however, jeopardize
the vital objective of maintaining the stability of the franc, an objective
which is closely linked to the fight against inflation. Overall the general

stance of monetary policy outlined .in the Annual Report needs to be maintained.
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6.5 During the present proéess of gradually reducing inflation, the
continuity necessary in the short-tenh economic measures already introduced
will have to reinforced by pushing ahead with implementation of the structural
reforms announced earlier. The aim of these reforms is to develop potential
growth industries, to limit the French economy's dependence on energy imports,
to abolish economic rent situations which restrict competition and producti-

vity gains, and to ensure greater cooperation from both sides of indusiry.

»
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Tels In Ireland, the outlook for 1977 appears slightly more
favourable than that foreseen in the Annual Report on the Economic
Situetion in the Community. Despite a dovmward revision in expectations
for world trade, Irish exports could benefit from some gains in market
share, due to more satisfactory developments in costs. In addition,

the growth in private consumption and investment will undoubtedly

be more buoyant than expected. A marked reduction in unemployment
cannot however he hoped for in the near furture. On the other hand,

the inflation rate could slow down in the second half of the year.

Te2e The budget presented on 26 January fits well into the frame-
work of the guidelines set out in the annual report. The net borrowing
requirement represents 11% of gross domestic product, as against 11i%
in 1976. The measures taken improve, as a result of structural modifi-
cations, the chances of better balanced growth and thus create the
economic conditions appropriate to further reductions in the deficit
in coming years. The budget includes a supplementary effort in the
area of employment generating investment, a marked slowdown in the
increase of current expenditure commitments, fiscal reliefs for
incentive purposes, higher social transfers, the continuation of

food subsidies, ag well as a transfer to the State of a proportion

of local authority rates. Given the important stimulus which is thus
given to the economy it will be necessary %o ensure that the level of
receipts expected is actually attained, i.e. that the Finance Act

does not contain concessions which will increase the borrowing
requirement and that the supplementary receipts foreseen as a result

of the budget stimulus are actually received.

Te3e On the incomes front, the proposed national pay agreement, if
it is accepted by the unions and employers, will improve Ireland's
competitive position and ensure a better outlook for employment
developments. It is necessary that this progress is capitalised on
towards the middle of the year and that a smooth transition to a more
moderate agreement for 1978 is assured. In this respect it would be
useful if the pay negotiations were more slosely linked to overall
economic strategy. It will be appropriate also to limit in so far as
it is possible any increases above the norms so that the more long-
term favourable impact of the moderation in costs on employment and

prices is not jeopardised,
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Tede As far as monetary policy is concerned, the guideline
in the Annual Report, according to which the rate of growth of

the money supply should not exceed 16%, remains appropriate.
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8.1, In Italy, the growth of overall activity in 1976 proved

far more vigorous than was originally to be expected and than
was consistent with efforts to eliminate the main disequilibria.
The gross domestic product in fact increased by more than 5,5%
in real terms. The consequences included a more rapid increase in
wholesale and consumer prices (23% and 163% respectively) a substantial
decline in the value of the lira (trade-weighted: -16% as compared with
1975) and a current account deficit of about Lit. 2 800 000 million
(2% of GDP in value).

8.2, Since September, the government has introduced, in various

stages, a stabilization programme having the following objectivess

-~ to hold down household's purchasing power by about Lit. 5 000 000
million (33% of GDP in 1976) through increases in taxation, public

service charges andcontrolled prices;

- to scale down sharply the heavy Treasury deficit (to Lit 9 800 000

million);
- to moderate the rapid growth in wage costsy

— to slow down the inflation rate, then gathering momentum again, to
limit the increase to 16% over the 1976 figure; and
- to achieve a small surplus in the balance of payments on current

account in 1977.

8e3e The surprisingly vigorous expansion in production at the end
of the year points to a positive, though smaller, GDP growth rate for
1977 (around 3%). This also means, however, that the objectives set
with regard to the payments balance are more likely to préve out of
reach, The restrictive course of economic policy which corresponds
broadly to the guidelines in the latest Annual Report must therefore
be maintained and even intensified. It is necessary above all that the
government and the unions and employers should strive to narrow
substantially the gap — now widening at an ominous pace - between

Italian cost and price trends and those in the pariner countries.
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8¢4. In view of the rapid growth in the tax receipts in recent months,

a cutback in the rate of increase of public expenditure should be one of

the methods used to achieve the necessary reduction in the Treasury's and
public authorities' deficit, which is one of the main sources of inflation.
Measures to reduce the structural deficits of the health insurance authorities,

of the hospitals and of the municipalities must be implemented more rapidly.

8.5. Even if, as is the case until the end of March 1977, bank lending is
largely subject to ceilings, the very high level of liquidity of the banking
sector gives cause for concern, particularly due to the extraordinarily high
level of the banks' short-term external indebtedness., The growth of total
lending, as defined by article 6, paragraph 1, of the directive 74/634/EEC,
should be appreciably smaller in 1977 than in 1976. The maintenance of bank
lending ceilings beyond the end of March could facilitate the achievement

of this objective. It is also a matter of urgency, given the economic policy
commitments to which Italy subscribed for the purposes of the Community loan
last March, to cut down substantially the monetary financing of the Treasury
deficit, this method having been used far too much in 1976, Real interest
rates should be maintained at a higher level than corresponding levels in

other countries.

8.6, The recent agreements between unions and employers on wage costs and
improved productivity conditions point to a better social climate in industry, °
but are not sufficient alone to bring the rise in unit wage cosis to a rate
which is comparable with those in principal partner countries. The international
competitiveness of the Italian economy can be assured, in the medium term,

only if, due to the combined efforts of unions and employers, the average

inflation rate for 1977 is kept below the level of the preceding year.

BeTe Supporting structural measures - particularly in the areas of energy,
industry and agricultural policy, and with regard to distribution - should
help to establish the basic situation needed to enable the economy to be

brought back eventually to a phase of more rapid but balanced growth.
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9.1. In the Netherlands, efforts to slow down the upward price movement

seems to have achieved initial success. The relative appreciation of the
guilder has been a factor here, because of its impact on import prices, but

the upward movement of wage costs has also lost momentum, and this should

be reflected in 1977 in a further slowdown in price inflation,’ On the

other hand, on the labour market, where some improvement had been recorded

in recent months,mainly as a result of a decline in unemployment, there

ig 1ittle reason to expect any substantial strengthening of the demand

for manpower in 1977; the foreseeable growth rate forAgross domestic product

' (33-4%) will not, en effect, suffice to generate an appreciable increase in
total employment. On the average for 1977, unemployment could decline by 10 to
15 000 persons from the figure of 225 000 (4.7% of the active population) recor—
ded in 1976. In view of the prospects of relatively slow growth in world trade
and the deterioration in the competitive position of Dutch industry,”fhe expansion
of exports will be much less vigorous than ih-1976. Nevertheless, the external

surplus should once again grow, thanks to the increase in the priee of natural

&aSe

9426 Although it will fall a little short of the 1976 figure, the support
for aggregate demand provided by budgetary policy will remain substantial.

In addition, measures taken in the content of the central government budget
for 1977 to slow down the increase in social security contributions and to
encourage productive investment should improve the profitability of firms

and reduce their financing difficulties. The contribution to economic activity
generated by thése selective measures could well prove stronger than that
provided by general measures costing as much, Budgetary policy should there-
fore strictly observe the limits set in the budget as adoptedj any excess
expenditure should be offset by retrenchment on other items, so as to avoid
jeopardizing the goal, agreed by the Community authorities, of a stabilization
of the net borrowing requirement at about F1 12 000 million. Such a policy
would be compatible with a relative contraction, in the medium term, of

general government financing requirements.

9.3, Since the current account surplus must once again be offset by capital
outflows sufficient to avoid an appreciation of the guilder within the "snake",

jinterest rates should be maintained below those being charged elsewhere.

e [ ees
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10.1. In Belgium, where economic trends are still hesitant, the gross
domestic product is expected to grow by about 3% in real terms in 1977,
a rate slightly lower than the 1976 outturn. The upward movement in
consumer prices, which has gathered momentum in recent months, is
expected to.be a good deal stronger than in the Federal Republic of
Germany and in the Netherlands, Unemployment could well continue to grow
for several months., Because of the weakness of domestic demand, and in
particular because industrial investment is sluggish, the expansion of
imports in terms of volume could remain relatively small, The current

balance of payments may, as a consequence, show again a small surplus.

10.2, The change which has taken place in the economic outlook for

1977, in the sense of a slower growth of output and incomes, means that
forecasts with regard to budget revenue must be reviewed downwards. In

order to comply more closely with the guideline concerning the budget
deficit fixed in the Annual Report on the Beonomic Situation in the
Community, while still giving some support to economic activity, the
government announced in February 1977 a number of measures: these included
an increase in the VAT rate for certain goods and services, tax and
financing incentives in respect of investment, faster implementation of

the public investment programme for 1977, extension of the requirement

that firms employ young trainees, early retirement for the elderly unemployed
and  ~ ingreased employment by the public authorities of unemployed workers.
This set of measures should enable the Belgian Government to keep the budget
deficit roughly at the level originally planned, whilst avoiding any undue
slowdown in economic growth. On the other hand, failing a change in present
arrangements for indexing incomes, the increase in indirect taxation will
sharply aggravate the danger of a cumulative sequenceé in

price and wage increases, which could well nullify, in the longer term, the
effort now being made to restore sound economic conditions, It is desirable,
therefore, to maintain a budgetary policy orientation which will make it
possible in the medium term to reduce, in relative terms, the net borrowing
requirement of the public sector, by energetic action with regard to current
expenditure and especially the increase in transfer payments. This is the

only way in which a further increase in the tax burden can be avoided.
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10,3, In present economic conditions, and in view of the persistent
weakness of industrial investment, general government borrowing should
hardly exceed financing possibilities. None the less, a cautious monetary
and financial policy should be pursued, in order to encourage the
establishment of exchange market equilibrium and lower interest rates,
whilst avoiding stimulation of a further bout of inflation through the

excessive creation of liquiditye.
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11,1, In Luxembourg, the slowdown in economic activity noted in the
Annual Report on the Beonomic Situation in the Community persisted
throughout the second'half of 1976, The main reason was a fall in new
orders in the steel industry, since only some other industries, such

as chemicals, had succeeded in emerging from the cyclical trough. The
performance of the economy for 1976 fell short of what had been expected,
and this also enteiled a review of prévious forecasts for 1977. Thus,
while the upward movement in consumer prices should probably slow down

further, the growth of the gross domestic product is now unlikely to

exceed 3%,

11.2. In comparison with the draft budget for 1977, prepared when
economic conditions were expected to be more vigorous, the present outlook
points to a slower growth in revenue,It would, nevertheless, be preferable
to maintain the level of budget expenditure as planned as wellas selective
measures implemented préviously to boost economic activity and employment,
especially as it looks very much as if employment problems in the steel

industry will become more and more structural in character.
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12.1. In the United Kingdom, after strong growth in the first quarter
of 1976, output stagnated for the remainder of the year and unemployment
continued to rise. The deterioration in the balance of visible trade was
offset by increased earnings from invisibles, enabling a modest reductior.
in the deficit of the current account of the balance of payments to be
recorded. Despite the success of the Government's voluntary incomes
policy, there was littlé change in the underlying rate of inflation, the
depreciation of the pound sterling adding substantially to rising import
prices. Public expenditure came under firm control both in cash and in

volume, terms during 1976.

12.2. The aims of the Govermment's economic strategy remain the reductiom
of the rate of inflation, the strengthening of the balance of payments and
the establishment of conditions for sustainable growth of output and employ-
ment. In pursuit of these objectives, the Govermment laid down a policy for
reducing future levels of public sector expanditure and borrowing, and for

maintaining a firm grip on monetary expansion.

12.3. This policy was strengthened when the Government announced:

- on 15 December, targets for the Public Sector Borrowing Requirement and
for Domestic Credit Expansion; these targets are in line with the guidelines
for economic policy contained in the Annual Report on the Economic Situation

in the Community and adopted by the Councilj

-~ the decision of the International Monetary Fund to make available, to the
United Kingdom, a stand-by credit of § 3.9 billionmg

-~ an arrangement with certain central banks and the Bank of International
Settlements for a § 3 billion credit facility designed to protect the

United Kingdom's official reserves.

12.4. In early 1977, following the measures, the sterling exchange rate
strengthened, there was a substantial movement of funds into the reserves,
and interest rates fell, suggesting a return of confidence in the British

economy .
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12.5. Because of the fall in the sterling exchange rate in 1976, the
present outlook is for no significant change in the underlying rafa of
inflation (at present about 15%) until the middle of the year when a marked
slow-down should occur, resulting from the combined effect of the Government's
present voluntary incomes policy and its tight control of the money supply.

To make further progress towards reducing the rate of inflation, the
Government should not only maintain its present posture on public expenditure,
public sector borrowing and the exﬁansion of domestic credit but should rein-—
force it with a satisfactory arrangement for the next round of incomes policy,
to begin in August 1977. The level of pay increasés permitted in a new

round of the policy should aim to avoid a rapid increase in average earnings
although its form should help to alleviate the anomalies in the structure

of relative wages that have occurred in the past two years. As part of

the general framework for such a policy the Government may need to reduce
direct personal taxation and should consider the possibility of allowing

the exchange rate to strengthen as a way of reducing domestic inflationary

pressures and inflationary expectations,

12.6. The present outlook for growth in 1977 is for a modest rate of
expansion of perhaps 15%. Factors contributing to the growth in output are
a recovery in stockbuilding, an improvement in the non-oil trade balance and,
in particular, North Sea o0il production. The contribution of North Sea oil
to the balance of payments in 1977 will be considerable and this, together
with increased earnings from invisibles, should lead to a reduction in the
current account deficit to a figure below& 1 000 million for the year as a
whole (0.7% of gross domestic product). However, given the low labour
content of North Sea oil production, the growth of GDP foreseen suggests
further increases in unemployment through the year. In tackling the unem-—
ployment problem, the Government should avoid measures that expand private
consumption, but should rather extend its specific employment support
policies and continue to tackle the structural rigidities in the employment

market.



CONCLUSIONS

Economic developments over the last few months underline the need.
to apply strictly, and even to tighten further, ‘he guidelines for eco-
nomic policy which were laid down for the Community and, in particular, for

the various Member States in the last ‘Annual Report .

The economic recovery after more or less marking time in the summer
months, strengthened again, particularly in the United States. The plans
to stimulate economic activity announced both in the United States and in
Japan have increased the chances of an upswing in world trade, although it
is unlikely to be as marked as in 1976. 1In addition, the various factors
vhich contribute to economic growth strengthened, towards the end of last
year, in the Netherlands and in the Federal Republic of Germany. However,
the results of the latest enquiries concerning the economic situation
indicate that industrialists are still very cautious as far as the short—
term outlook for demand and production is concerned. The uncertainties and
dangers which surround the improvement in the short—term economic situation
and the movement towards equilibrium in the medium—~term, have by no means

been completely removed.

For industrialised countries, the problems to which economic policy

must be directed, in 1977 and beyond, are essentially three :

-~ to meke a serious effort to begin, with the help of instruments of
demand regulation, the process of adjustment vhich will lead to a more
stable balance of payments situation, both within the Community and at

an international level;
~ {0 ensure a progressive reduction in the rate of inflation;
- +to re—establish, on a long-term basis, a high level of employment.

Tn order to achieve such results and ensure their permenence, it is
essential that the growth of demand and output takes place over a wide area,
so that it becomes self-sustaining and thus leads to & continuous increase

in job-creating investment.

verfene



Those member countries with balsnce of payments deficits will still
not have, in 1977, any appreciable degree of freedom in the conduct of their
economic policy. The size of their balance of payments deficits and their
continued high rates of inflation force them to pursue their stabilisation
programmes, even if the necessary period of adjustment proves to be longer
than at first thought. A long-lasting success, of a type to instil con-
fidence, in restoring price stability and reducing balance of payments
disequilibria is a pre-condition for strong growth and an improvement

in the employment situation during the next few years.

In the absence of a vigorous recovery in foreign demand, the efforts
of the deficit countries will be in vain and can only lead to heavy losses
as far as growth and employment are concerned. The task of the surplus
countries in the adjustment process, therefore, will be to underpin the
upturn in economic activity by increasing their domestic demand and their
imports. In particular, this must be the priority objective of the
Federal Republic of Germany which should not rely too heavily on exogenous
growth factors arising from third countries, but should contribute to the
expansion of total demand within the Community itself. The Federal
Republic of Germany acocounts for almost 25% of intra~Commmity trade and, there~
fore, its importance as a trading partner in the Community is greater than that
of the United States and Japan together within the OECD area (20%).

The Surplus on the balance of payments current account of OPEC
countries, which will continue for several years,means that the Community

must accept its share of the combined deficit of oil-importing countries,

eeefoen
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if it wishes to contain within reasonable limits the growth of the foreign
indebtedness of the non-oil producing under-—developed countries. As long
as surpluses and deficits are still as unevenly distributed between the
Member States as they are at present, the Community would be advised to
help -~ either directly or by international action- its weakest members on
condition that they take action to help themselves, to finance that part
of their balancé of payments deficits that their efforts do not allow them
to absorb, in order to limit losses of potential growth. f& this end
possibilitieé for iﬁofeasing the financial role of themézmmunity, as regards
raising loans on the international capital market, in order to contribute
both to an improvement in the economic situation and the solution of

structural problems, should be investigated.

Similarly, at international level, it is in the Community's interest
that the import capacity of the developing countries should be increased
in a reasonable mammer. Conversely, the Community, which is the leading
trading group in the world, must firmly oppose any moves towards protec—
tionism with regard to trade. It will be able to escape these dangers

within the Member States so much the easier when a real financial solidarity

is established.

The lowering of inflation rates can only be achieved gradually, and
should be supported by coherent budgetary, monetary and incomes policies.
The same is true for the return to a high level of employment, which is
currently an essential priority objective common to all industrialised
countries. The policy to combat unemployment must at least be based on

the following three factors :

~ an employment policy which encourages job—creating investment and which
would be complemented by traditional policy instruments (assistance
to increase mobility, training and professional re-adjustment) and

selective measures;

~ agrowth rate in ihcomes-whigh>is consistent with reducing inflationg

- an industrial policy which encourages the reorganisation of our
economies rather than thé maintenance of jobs at any price in industries

vhich are no longer competitive,
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Table 1

INDUSTRIAL PRODUCTION (1)

% change on % ohan-
% change on preceding quarter prsgsiiﬁg g:ezz_
ding
-1975 1976 year
‘ ' €Ce
I II | III v I II | III v Oct. | Nov. | Dec. [Pec.T6
Denmark v-3.4 ST | »3.2 |} 53 5T 0.3 ] 3 t ' : 3 3
FR German.y —3.0 -3.4 O.3 4.3 203 208 002 1.4 3.3 -1.8 -206 400
France -4.1 {-1.1 | -0.9 | 3.4 5.1 1.5 |-0.0 1.8 |-3.,2 3.8]-0.9] 7.9
Ireland -3.4 | =0.6 | ~0.5 1.3 5.0 2.7 3.2 s : t H :
Italy Oo4 "4.4 —0-3 3.7 4.9 4.8 0.1 6.2 —1-3 4.4 1. 5 2008
Netherlands -2.5 "3.7 -2.0 8.4 2.2 006 1.2 1.3 -1.2 -103 . 3.2 5.2
Belgium -3.3 —506 _100 009 5.5 604 "107 3.8 3.8 —3.3 -3.0 12.7
Luxembourg - -9.4 11,0 }-10.0 9.9 3.7 8.2 |-3.5 0.4 [|=3.5 ~6.2 | =1.1] 1.8
United Kingdom 1'1 -6.8 —0.7 006 2.8 -O. 2 0.0 H 1.6 0. 2 H H
Communi ty -1.9 | =3.4 | -0.3 3.4 3.4 2,2 0,0 H 0.1 0.9 s H
of whichs
investment -0.5 | =3.3 | ~1.0 1.3 0.8 0.7 |=0.6 2.2 -0.9
goods
consumer goods| -0,5 | -3.1 2.0 2.1 2.7 3.5 0.0 2,0 ~0.4
raw materials| -3.4 | -5.1 | =1.7 567 5.0 2.3 1.1 -2.5 1.7
and partly i
manufactured
Boods

(1) Excluding building and construction. Calculations have been based on seasonally adjusted

indices of the SOEC, Comparable date for Denmark are not available.

¢ Data not available.
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Table 2

UNEMPLOYMENT (1)

(in thousands)

Rate
1975 1976 1977 { of un—
employ-
I 11 111 4| IV I 11 I11 v Nov. | Dec.
Jan.
Denmark 131.9] 118.6] 128.2 146.6] 119.9| 120.2] 119.2 137.71 119.7| 137.7] ¢ :
FR Germany 1022.1} 1143.8}1180.0}1178.6}1142.2 1031 .6 11007.5) 980.7 | 984.7 980,7(1002.5] 3.8
France 749.0| 813.7} 842.4] 974.6] 959.3| 914.7] 933.1 956,21 952.3 | 956.2 :
Ireland 91.0] 99.6f 104.7 108.2} 109.5) 111.0} 111.4] 109.9| 110.3 109.9] 108.5] 2.€
Italy 601 667 648 699 681 693 776 177 H H s :
Netherlands 180.1}] 196.1] 212.3] 214.1 208.9} 214.2} 220.5} 202.1 208.4 | 202.1| 197.8} 4.1
Belgium 171.3] 191.0] 240.9] 251.0] 254.5 264.8) 277.9] 278.8 284.6 1 278.8] 283.5| 7.1
Luxembourg 0.1 0.1 0.2 0.6 0.5 0.4 0. 0.5 0.5 (0.5 3
United Kingdom 755.3} 912.9{1115.7|1407.9 1289.4§1403.311444,6(1410,7p1414.1 1410,7)}1423,8] 5.5
. Community 3701.8| 4142.8] 4572.6]4980.6] 4765.2{ 47532 £4890.6 ) 4853.6)4851.644853.6
Change ('OOO) +441.0| +429.8] +408,0} -215 .4 -12,0 [+137.4}- 37.0} -52. + 2.0
on preceding
period
Rate of 3.5 3-9 403 4-7 405 405 4.6 4.6 4.6 4.6
unemployment
(2)
Unemployed
women as 35.4] 35.4] 36.9| 37.5] 37.5 38.2] 39.6
of total .

(1) Data relating to the end of each period; seasonally adjusted except for Italy
(sources ISTAT).

(2) Number of unemployed as a % of civilian labour-force.

Sources
p0uzes

SOEC.
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Table 3

CONSUMER PRICES (1)

% change on r% chan-
% change on preceding quarter preceding e on
month prece~
ding
1975 1976 year
I I1 ITI v I II I1T v Nov. | Dec, } Jan. | Jan.76
Jan, 77
Denmark 1.1 2.3 137 -0.8 5‘6 1‘1 303 2.5 1.1 003 : ,
FR Germany 1.9 2.1 0.4 0.9 1.9 1.3 1 =~0.1 0.8 0.2] 0.5 | Oug 4,1
France 2.7 2.4 2,2 2,0 2.7 2.0 2.8 2.1 0.8] 0.3 1] s :
Ireland 8.1 6.1 | =0.8 2.7 7¢3 6.3 1.5 4.2 : : : 20.6(2.
Italy 2.9 3.0 1.9 3.0 5.4 5.2 3'3 6.5 262 1,2 H H
Netherlands 2.5 2.2 2.7 1.4 2.4 2.6 1.6 1.5 0.2} 0.0 3 e
Belgium 2.9 2.3 2.6 2.8 1.9 1.8 2.5 1.1 0.4} 0,6 | 1,0 TeT
Luxembourg 3.0 2.6 2.1 3.0 2.0 2.4 1.7 2.1 0.6} 0.7 : :
United Kingd.om 6-4 1003 2-5 400 3'1 3'5 3.0 406 103 1«3 2.6 16.6
Community 303 4.0 1o7 2.2 3;1 2.7 2.0 2.9 009 01-8 H $

(1) Data relating to the end of each period.

(2) Ireland: November 1976 relative to November 1975.
t Data not available.

Sources: SOEC,
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Graph A

CONSUMER PRICES

% ohange in quarterly average on corresponding quarter of preceding
. ) year
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Table 4

TRADE BALANCE (1)

Million Bur

1975 1976 1977

I 11 ITI v I IT III Iy Nov, | Dec. | Jan.

Denmark - 153 |- 150 |~ 354 |- 468 |- 543 |- 612 |- 717 |-~ 784 |- 255 |- 266 :
FR Germany +3192 | +3117 | 42703 | +2634 |+2418 |+2544 |+2727 |+2938 |+ 972 |+ 957 3
France - 183 |+ 78|~ 396 |-1095 |-1206 |-1344 |-1815 {-2470 |- 936 |- 792 :
Ireland - 135 §- 93|- 75|~ 153 |- 216 |- 129 |--168 |- 193 |- 83 }- 72|
Italy 459 |- 456 | - 606 |-1200 |~1119 [~1479 |-1089 |-1656 |- 696 | 534 s
Netherlands - 285 |- 108 ]~ 84 |- 75 |- 60 |- 483 |- 186 : + 176 3 :
B.L.E.U. +192 |- 174 |- 336 §- 345 |- 201 |- 159 {- 195 : - 189 s s
United Kingdom 1875 | =1704 | -2190 | ~1545 |-1269 {|~1926 {-2220 |-2253 |- 826 |- 716 |~750
Community (2" + 63 |+ 297 | -1605 | -2490 |-2601 {-3744 |-4278 1 * |-1979 : :

(1) Quarterly totals; seasonally adjusted data.

(2) Community: extra-Community trade.

¢ Data not available.

Source: SOEC.


User
Rectangle


