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1.1

1. Introduction and summary

The Annual Economic Review 1981-82 presents a detailed study of the
Community's economic situation as 1982 approaches. The document, organ-
ized around the major areas of macro-economic analysis, discusses in turn
and in depth economic cycles, the balance of payments, prices and costs,
monetary and exchange rate policies, budgetary policies and employment.
This year, special attention is paid to sectoral problems, the role and
scale of subsidies and the different types of investment incentive in the
Member States.

The Community's economic outturn was particularly poor in 1981.
The recession which began in 1980 continued this year, and if there was
evidence of something of a recovery, its pace was very moderate. Chapter 2
of this Review shows that the crisis now affecting Europe has many points
of similarity with the crises of 1974~75. The relative magnitude of the »
1973 and 1979/80 oil shocks is similar and the length of the recession, one
year, appreciably the same. However, the present recession, if less sharp
than the first, has been followed by an upturn far less vigorous than that
of 1976.

The other major industrialized countries of the OECD area have
by contrast suffered less severely than the European Community from the
rise in the price of energy products. Taking the annual average, the growth
of GDP in real terms in the United States has been positive this year, and
growth in Japan remained steady, mainly due to the strength of her exports.
The Community is therefore in a relatively more difficult position than
the other major industrialized countries, especially since in 1981 Little
progress was made in correcting its external disequilibrium, in particular
its balance of payments on current account, while Japan and the United
States recorded a definite current account improvement. The Community
suffered a substantial deterioration in its terms of trade which was not
offset to any extent by an improvement in its trade balance in volume terms.
Faced with a heavy current account deficit, it was compelled to encourage
net inflows of long termcapital, by public borrowing in particular, and to
put up with some loss of reserves. Chapter 3 examines in detail the
adjustment of the Community's external balance to the oil shock and the

structural features of its balance of payments.
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The year now drawing to a close saw the persistence of a high
average inflation rate in the Community. The upward movement of prices
js Likely to slacken next year, but it seems more stubborn today than after
the first oil shock. The Member States have endeavoured to encourage the
free play of competition in order to hold inflation in check; systems of
price control have often been relaxed and even dismantled. At the same
time, and unlike the sequel to the first oil shock, the energy price rise
was promptly passed on in costs in order to encourage the productive appar-
atus to adjust to the high cost of energy and to avoid the perpetuation of
artificial situations as regards the relative prices of different sources
of energy. On the other hand, Chapter 4 shows that the spread of inflation
rates between Member States, after improving from 1976 to 1979, has
again widened in the last two years. The upward movement of wage costs,
which had accelerated in 1980, slowed down this year, but income distrib-

ution remains biased towards wages and salaries.

In the area of exchange rates, Europe went through a particularly
troubled period in 1981. The substantial rise of the dollar and the yen
and the consequent depreciation of the European currencies were accompanied
by strains within the European Monetary System. The scale of the resources
available within the exchange rate mechanism allowed the European currencies
to weaken in an orderly fashion. The two realignments of the pivot rates this
year, which reveal a healthy management of the system, have lessened, if not
eliminated, the cost and price divergences between Member States. Chapter 5
examines these developments and the functioning of the European Monetary System
in depth. It then goes on to deal with the problem.of the rise in interest
rates which, although partly a result of the rise in US interest rates, was
mainly a response to the domestic constraints of monetary policy. Lastly,
observation of the monetary aggregates reveals that the slowdown in monetary
expansion in the Community, which began in 1979, ended this year, due to the
Large deviations in money supply growth from the initial forecasts, which

occurred in several countries.

The public finance deficit in the Community grew in 1981 (see
Chapter 6). The slackening of activity and its corollary, the slowdown in
tax receipts, the size of the transfers paid to households, and the growing
burden of the public debt, particularly heavy in certain Member States, have
had the effect of widening the budget deficit. Thus the share of central
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government receipts in Community GDP again increased in 1981, after
advancing continually since 1972, so that the budget's redistributive
function goes on expahding. In order to finance its deficit, central
government made substantial calls on the non~monetary savings of the national
financial markets (the depfessed state of demand for long-term capital by

the private sector was a help here) and on international capital in propor-
tions which varied with the Member State. The majority of the Member States,
however, made greater use of monetary financing to cover general government
net borrowing. The upward movement of long-term interest rates, in 1981,
though partly a result of the higher short term rates, also reflects the
persistence of certain inflationary expectations and the growing demand for

long~term sources of finance by the public sector.

Chapter 7 deals with employment and unemployment which today,
with inflation, form the central concern of economic policy. The sharp
rise in unemployment, since the beginning of last year, is a development
difficult to bring under control. It stems from a combination of demo-
graphic and economic factors: the lLarge numbers of young people who have
joined the Labour force while very few individuals are reaching retirement
age, plus the small increase in job vacancies. This situation has resulted
in substantial changes in the structure and nature of unemployment. The
small number of job vacancies is a consequence of the economic recession,
but it has deeper causes, among them the Community's competitive position,
technological developments in equipment and the competition between the
industrialized and developing countries in the traditional industrial sectors.
The cost of this persistent and growing imbalance in the labour market is
becoming extremely onerous for the Member States, both in terms of the
direct cost for the government and, more generally, the social cost for
the nation; the latter is admittedly more difficult to quantify, but it is

certainly very significant today.

The 0il shocks and the slowdown in growth have thrown into relief
the importance of and necessity for the structural adjustment of the
Community's productive apparatus. Chapter 8 analyses the adjustment of
sectoral structures between the two oil shocks and points out that it is

the energy, intermediate products and non-market services sectors which have
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made the greatest contribution to growth while the capital goods sector shows
some loss of dynamism. The sectors of the future, holding out good prospects
for expansion, could replace certain declining industries, provided that
their development is encouraged. The Community authorities possess specific
means of helping the structural adjustment of the European economies, but
their actions have up to now mainly concentrated on assisting the traditional

sectors beset by serious adjustment crises.

Chapter 9 deals with subsidies, jnvestment incentives and the
taxation of energy. Production subsidies as a whole have increased
significantly in the 1970s, with current transfers as a general rule out-
stripping investment aids. The scale of the transfers varies widely from
one Member State to another, and so do the form they take and their distrib-
ution between recipient sectors. Special attention is given to investment
incentives in their different forms - aids, loans, interest rate subsidies,
the tax treatment of depreciation,etc.; they are also examined from the
angle of the practices of Member States. The chapter also Llooks at energy

taxation policy and the Community authorities' policy on subsidies.

The Economic Review 1981-82 as a whole is an in-depth study of
the outturn and the economic problems today faced by the Community. In
the Fifth Medium-Term Economic Policy Programme (1981-85) submitted to the
council in July, the Commission agrees that the projections for the next
few years, assuming no change in policy, do not point to a return to the
high growth rates enjoyed by Europe up to the early seventies. The results
and the indicative forecasts made in the framework of the Fifth Programme

and reproduced below are an eloguent illustration of this:
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Fifth Medium-Term Programme - Base Projection

Average annual variations in % except where otherwise indicated

1973/60 1980/73 1985/80 1985/81

GDP 4,6 2,2 1,9 2,5
GDP price 4,9 10,4 8,1 7,7
Investment 5,4 0,7 1,1 2,1
Emp loyment 0,2 0,0 -0,2 0,0
Purchasing power of per capita wage 5,0 2,0 0,8 1,0
(Corrected) wage share in GDP 0,2 0,0 -1,1 =-1,4

End-of-period balance of goods and

services (GDP percentage points) Q,4 =1,4 -0,2

The projections for the period 1985 do not, strictly speaking,
represent forecasts. A 2 1/2 % growth rate over the next four years will
probably be insufficient to bring down unemployment. This is why the Commun-
ity's main task is to devise and accept an economic strategy which will
permit an appreciably better performance than the one described in the

base projection.
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2. Economic Cycles +in the World and Europe

The industrialised countries of the OECD area as a whole probably

reached the bottom of the second oil-shock recession early in 1981. But the
pace of the recovery in the second half of 1981 is generally expected to be
sluggish. While output and world trade should accelerate somewhat during
1982, their growth seems Llikely to be only modest. The Community economies
have experienced a deeper and more prolonged recession than the other major
jndustrialised economies and they are lagging behind in the recovery; after
remaining flat in the first half of 1981, activity started to pick up again
gradually from about the middle of the year. Community gross domestic
product is expected to fall by 0,5 % in 1981 and to rise by 2,0 Z in 1982.
Unemployment will continue to rise throughout most of this period. The 1980~
81 recession has not been quite as severe as that experienced in 1974-75
after the first oil-shock, but evidence from business surveys and elsewhere
suggests that the upturn on this occasion will not be nearly as brisk as in
the previous cycle. Progress on containing inflation has been threatened
and uncertainties about growth prospects increased by the large depreciation
of Community currencies against the dollar in the first half of 1981 and by
the rise in interest rates. Estimates are presented from simulation studies
of the Likely impact of these developments on the Community economy.

2.1. World economic trends and outlook

Output in the industrialised countries of the OECD area probably reached
the bottom of the current recession near the beginning of 1981, after declining
during the middle quarters of 1980. In the United States the fall in output in
the spring of 1980 was sharp but shortlived and was followed by three quarters
of accelerating growth. However, in the second quarter of 1981 expansion in the
USA was checked by the tightness of monetary policy and high interest rates which
held back investment and consumer durables demand. Output in the United States
js expected to resume its growth towards the end of this year and it should

strengthen gradually during 1982.

There was no fall in output in Japan during 1980, the weakness of domestic
demand having been offset by a strong export performance. During 1981 consumers'
expenditure and investment have become more buoyant, and the gradual acceleration

of output is expected to continue into 1982.
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The economies of Europe (including the EC economieswhich are describéd in
more detail below) experienced a longer period of recession than did the other
major industrialised countries. Output started to fall in the spring of 1980
and through the winter and spring of 1981 remained relatively flat and depres-
sed. It was not until about the middle of the year that a tentative recovery
appeared to begin. The main components of domestic demand have shown Little
buoyancy throughout 1981, and while the recovery in Europe is expected to

gather some momentum during 1982 the pace of expansion will be only modest.

For the economies of the OECD area as a whole, year-on-year growth in
gross domestic product is put at about 1,3% in 1981 and some 2,3% in
1982. By the second half of 1982 the OECD economies should be expanding at
an annual rate of about 3 1/2% (see Table 2.1).

The volume of world trade is expected to be at much the same level in
1981 as in the previous year. World trade fell back in the second half of
1980 as the recession-hit OECD economies cut back their imports and demand
from the other zones of the world grew less strongly. After a period of
stagnation in the first half of 1981 a gradual recovery is thought to have
begun which should be consclidated during 1982. Strong demand for imports by
the OPEC countries is continuing to provide some offset to weakness elsewhere.
By contrast the non-oil developing countries, faced with the need to finance
continuously large balance of payments deficits, and the 'other' group of
countries (mainly the centrally-planned economies) have shown weaker import
growth in 1981, and the modest strengthening expected for them in 1982 remains

uncertain.

Part of the recent weakness in world trade has been due to the sharp falls
in the consumption and import of oil which occurred in 1980 and 1981. 0il
consumption in the OECD area fell by 7 1/2 % in 1980 and is forecast to fall by
at Lleast 5 % in 1981. This is a larger fall in demand than can be explained by
the recession alone, and is clearly a response to the lLarge hike in relative oil
prices over the last three years. World trade in goods other than crude oil
rose by some 5 % in 1980 and is expected to rise by 2 % in 1981 and 6 %
in 1982, and is thus noticeably stronger than the figures for total world trade

given in Table 2.1.



Reduced demand for oil together with rising non-OPEC output led to the
emergence of a substantial surplus in oil supplies during the first half of
1981 and to downward pressure on oil prices. Members of OPEC meeting at the
end of May settled for an effective freeze on the official prices set at Bali
the preceding December, and they were unable to agree on a unified pricing
system at their meeting in August. In practice oil prices in dollars have
fallen as premia have been eroded. Although some of the OPEC countries have
decided on reductions in output levels, the glut of oil supplies seems Likely
to persist for at least the next few months. Because of the price rises that
took place at the end of 1980, the average dollar export price of crude oil
in 1981 is expected to be some 10 1/2% higher than in 1980. The forecasts
presented here for 1982 are based on the assumption of a further 4 1/2% rise

next year.

The Large increases in the price of oil in 1979 and 1980 continued to
dominate developments in the pattern of payments balances in 1980 and 1981.
The current account surplus of the OPEC countries which had risen to nearly
UsSD 70 000 million in 1979 rose to USD 120 000 million in 1980. The surplus
js expected to decline in 1981 and 1982 but only at a relatively slow pace
so that substantial deficits will remain to be financed by oil importing

countries for some years to come.

The main burden of the oil price increases was reflected in the current
account positions of the industrial OECD group whose combined current account
deterioratedtby USD 80 000 million in the two years 1979 and 1980. Within
this group, however, there have been substantial differences in current account
positions; the current balances of Canada and the United States actually
improved while there was a very sharp deterioration in the current balances of
the Community, Japan and the smaller OECD countries. Although the deterioration
in the developing countries' current balance was less than for the industrial
countries, this was due largely to the fact that this group of countries was
already in substantial deficit prior to the Latest oil price increases due partly
to their difficulties in adjusting to the previous oil price rises of 1973 and
1974,



After the previous round of substantial oil price rises in 1973-4 the
resulting OPEC surplus had : been halved by 1975 and was reduced to some |
USD 4 000 million by 1978. This time the surpluses are not expected to fall
quite as rapidly. Thus the outlook for payments balances suggests that a more
balanced pattern of world current balances will only emerge relatively slowly.
The aggregate current account balance of the OECD countries will improve this
year by about USD 28 000 million mainly because of improvements in the current
balances of Japan and the Community. The oil importing developing countries

will have a further substantial increase in the level of their current deficit.

In 1982 the current account of the United States is expected to deterio~
rate significantly and the Japanese current account will continue to improve
whilst a further improvement in the Community's deficit is foreseen. Both the
smaller other OECD countries and the non-oil developing countries will continue
to incur very substantial deficits, with a slight further worsening Likely for
the latter group, so that the problems of financing their deficits may prove
increasingly difficult. The OPEC surplus will decline by about USD 24 000 mil-
lion this year and a decline of about USD 22 000 million is expected next year,
so that by 1982 the OPEC surplus will have declined by almost 40% from its peak
in 1980. The weakness of OPEC exports of oil is a major factor leading to a
reduction in the OPEC surplus, but the relatively slower decline in the OPEC
surplus compared with the years after the 1973 oil price increases is due to a
less rapid expansion in the volume of OPEC imports than in the earlier episode,
and to a slower recouping by the industrial countries of the terms of trade

Loss.
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2.2 Economic outlook for the Community

The real gross domestic product of the Community, which had been declining
since the second quarter of 1980, stayed relatively flat during the first half
of 1981 and then probably started to turn upwards at about the middle of the

year. As yet indications are that the recovery will be very sluggish.

Real personal disposable income has been squeezed and private consumption has
fallen or been stagnant in most countries. Governments anxious to contain their
budget deficits have been increasing their consumption expenditures only very
slowly. Fixed investment has been falling since mid-1980 and stockbuilding has
become progressively weaker. In response to the developments in world markets
Community exports dropped sharply in the second hatf of 1980, but have shown

a marked recovery since then. Community imports, however, have been much weaker
and so there has been a positive contribution to Community output from the e
real fareign balance. Between the first quarter of 1980 and the second quarter
of 1981 gross domestic product in the Community is estimated to have fallen in

|
real terms by over 2%. This sharp fall in output has been accompanied by a very ‘
rapid expansion of unemployment in the Community which by the middte of 1981 had |

reached over 9 miliion.

The prospects for output in the remainder of 1981 and for 1982 are most
uncertain and give no cause for optimism. As part of their anti-inflationary
policies some governments in the Community are attempting to follow strict.
monetary and fiscal policies, thus giving Little or no stimulus to economic
activity. Interest rates in Europe are higher than they would have been because
of the very high rates induced by monetary policy in the United States. These
are Llikely to hold back the usual cyclical recovery in business fixed investment,
stockbuilding and consumer spending on durable goods. Additional uncertainties.are

jntroduced by the massive depreciation of Community currencies relative to the US

dotlar which occurred during the twelve months up to August 1981. The net
effect of this factor may not be to depress output in the Community, as the
gain in the Community's competitivity should allow an expansion of exports to
the rest of the world and should restrain the shares of third countries in
domestic markets within the Community. But this currency depreciation has
given a boost to inflation in the Community and may hold back domestic demand

through its restraining effect on private consumption.
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Further evidence that a recovery is under way but that it is proceeding
only weakly comes from the Commission's business surveys. The balance of
industrialists in the Community expecting output to decline over the next year
began to narrow in the first quarter of 1981 (see Graph 2.2), but as compared with

previous recoveries this retreat from pessimism seems much less pronounced.

The latest forecasts for the Community show real gross domestic product
falling by 0,3% in 1981 compared with the previous year, and then rising by
2,0% in 1982. After only a small increase in the second half of 1981 output is
expected to gradually accelerate, with all the components of domestic demand
gathering speed, albeit gently. With world demand gradually picking up
Community exports should move ahead faster, but the volume of imports will
also move ahead. By the second half of 1982 Community gross
domestic product should be growing at an.annual rate of almost 3 %. The

expected weakness of the recovery implies that unemployment in the Community

will probably continue to rise at least until the middle of 1982, by which
stage the number unemployed could be over 9 1/2 million. Thereafter the rise in
unemployment should only be small but no decline can be expected

during the forecast period. (See Tables 2.3 and 2.4 for details of forecasts).

Inflation in the Community (as measured by the year-on-year rise in the
private consumption implicit deflator) now seems likely to be only a Littie lower
in 1981 than it was 1in 1980(11,6% compared with 11,9%). The steady slowing in
the rate of price increase which had been achieved during 1980, was reversed
in the first half of 1981 as the impact on import costs of the depreciation
against the dollar began to be reflected in domestic prices. The prices of
Community imports of goods are estimated to have risen at an annual rate of
almost 22 % in the first half of 1981, compared with only 9 % in the previous
half year. The rate of increase of import prices will continue to be high in
the second half of 1981, but during 1982 it should slow to below 9 %, especially
if, as expected, the Community currencies regain some part of their depreciation
against the dollar. Although a part of the renewed acceleration in domestic
jnflation this year will automatically be reflected in increased wage costs, the
weakness of the Labour markets may Limit the extent to which wages react. Part

of the terms of trade loss experienced this year is therefore likely to be

absorbed by some reduction in real personal incomes, and so the boost to
inflation from the currency depreciation may not be perpetuated. Some slowing
down in domestic inflation is therefore to be Looked for in 1982, and the year-

on-year increase in the private consumption deflator could slow to some 10,5 %.
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The Community's deficit on current account narrowed in the second half
of 1980 and the first few months of 1981 as imports fell back more sharply than
exports. The appreciation of the dollar has added substantially to the Com-
munity's import costs, and so in the middle of the year the improvement in the
Community's trade and current balance slowed. But, helped by the improved
competitiveness of Community exports on world markets, the volume of exports has
been rising throughout the year, while the volume of imports has remained weak.
For 1981 as a whole the current account deficit is expected to be some USD 30 100
million or over USD 9 000 million narrower than in 1980 (although measured in ECU

the Community's deficit will have changed only a Little). In 1982 the Community's

terms of trade Loss should be much less than in 1981, and while the volume of
jmports should start to rise again quite briskly the volume of exports should
rise even faster as Community exporters make further gains in their shares of
more buoyant export markets. A further improvement in the Community's current

deficit to about USD 24 800 million is therefore expected.

2.3 Comparison of the post-oil-shock cycles

There are a number of similarities between the recessionary experiences
of the Community economies in the wake of the two sets of major oil price rises
in 1973 and in 1979-80. 1In this section common features and differences
between the two recessions are examined, and the reasons why the recovery from
the present recession seems likely to be more gradual than occurred in 1975-76

are explored.

The relative sizes of the oil shocks to the Community economies in the
two episodes were of similar order. The extra cost on Community oil imports
which the increases in oil prices implied (with no change in the volume of oil
jmports) represented in both cases approximately 3 % of Community gross domestic
product. However, the oil price rises in 1973 were all concentrated in the
final four months of the year. In the second episode a series of increases were
spread over the period from the end of 1978 to the end of 1980. The impact
of these latter increases was therefore more diffuse, and they may have been a

little easier to absorb.
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Furthermore in 1973-74 the oil price rises were preceded by very
substantial rises in the prices of non-oil commodities which also added
appreciably to the Community's import costs. Commodity price increases in
1979-80 were not nearly as strong. In addition in 1974 the effects of oil
and other commodity price rises in dollars were exacerbated by a weakening
of the Community currencies against the US dollar, while especially in 1979
exchange rate movements slightly offset the dollar price rises. So taken
as a whole, the size of the external shock in 1974 was Larger and more con-
centrated than in 1979-80 (see Table 2.5).

Although there have been no more oil price increases in dollar terms
since the end of 1980, the external shock in the present cycle has been
amplified and extended by the strong appreciation of the dollar since the
autumn of 1980. The calculations in Table 2.5 suggest that the contribution
to the rise in Community import prices in 1981 from dollar-priced oil and other
commodities becoming more expensive in terms of Community currencies is of
the same order as that felt from the increases in the dollar price of oil
in 1980. But the depreciation of the Community currencies, while adding
substantially to import costs, at the same time improves the competitiveness

of Community exporters in world markets.

Graph 2.1 shows the quarterly paths of gross domestic product and its
main components for the total of the four largest Community countries during
the two cycles from 1973 to 1977 and from 1979 to 1982. The figures are actual
recorded values until the first quarter of 1981 and are Commission forecasts
thereafter. The two cycles have been superimposed and have been made to coincide
in the quarters at which gross domestic product peaked before the falls in output,

the third quarter of 1974 and the first quarter of 1980.

As can be seen both peak quarters were followed by a half year of sharp
falls in gross domestic product followed by a further half year of relative
stagnation. The shapes of the two cycles in the four quarters following the
peaks are remarkably similar, but the present recession appears to have been
not quite so steep as in 1974~75 (GDP fell by 2,6 % between 1974 .3 and 1975 1,
and by 1,9 % between 1980 1 and 1980 3). Of course the experience of indi-
vidual countries has varied, and in particular the United Kingdom has seen a
much sharper recession in the last two years than in the earlier period.

This means that in the other three major Community countries the latest

recession has been noticeably less extreme than in 1974-75.
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The graphs also illustrate that both fixed investment and stockbuilding had
up to the first quarter of 1981 fatlen by less than in the comparable period of the
earlier cycle. It would appear that enterprises have reacted Less sharply to
the latest round of oil price rises and boost to inflation. In part this may
be because their cash flows have been less severely squeezed by increases in
their other costs. Non-oil commodity prices showed much larger increases and
wage costs reacted more markedly in the earlier cycle. It may also be that the
knowledge and experience gained by enterprises during the first cycle have
helped to reassure them that very dramatic changes to their plans were not
necessary on this occasion. Finally business confidence and stability might have
been helped by the generally tighter monetary and fiscal policies followed in

member countries which have had greater — albeit still very limited ~ success

in moderating the secondary impact of the oil shock on Labour costs.

While business spending has so far not fallen so sharply during the
present cycle, consumption expenditures by the private sector and by government
have shown a weaker development relative to the earlier recession. The picture
for private consumption is confused by the more erratic quarter~to-quarter
movements in this aggregate in recent years. But it appears that while nominal
wage increases have risen less strongly during this cycle (a factor which in the
short term at least would tend to reduce real incomes and depress consumption)
there has been no marked tendency for savings ratios to rise in the way they did
in 1974 and 1975. Government consumption has been rising more slowly in this

cycle because of the much tighter fiscal stance of most governments.

On the foreign trade side there are also contrasts between the two cycles.
White the fal( in output in the European economies has been only slightly less
this time than in the earlier recession, in the developed economies of the OECD
area as a whole the recent recession has been noticeably Less severe. In the
United States it has been of shorter duration, and Japan has this time avoided
any actual fall in GDP. The hiatus in world trade at the end of 1974 and early
in 1975 when import volumes by almost all the developed countries fell very
dramatically served to intensify the recession and to transmit it from one country
to the next. In the latest episode world trade has indeed fallen but not by as

much. Community imports have not declined as sharply as before because there has
generally been no sharp fall in stocks.
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In 1975 the half year of stagnation in output was followed by a period of
rapid recovery. The reasons given above to explain the smaller fall in output
during the present cycle (less dramatic shifts in the behaviour of enterprises
and tighter fiscal policies) would also tend to suggest that the upswing will be
more moderate. Since stockbuilding has not been cut back so markedly there cannot
be so pronounced a positive impact on growth from the resumption of additions to
stocks. The cyclical decline in fixed investment, although shallower than in
1975, could continue for several more quarters Cuntil the beginning of
1982) before turning upwards. If interest rates continue at or near their present
high level there is a risk that this recovery will be held back even longer.
Consumption expenditures also seem likely to rise much more slowly during the
coming quarters , since the growth of real incomes is expected to be small and
savings ratios should remain relatively stable.

Evidence from the EC business surveys tends to support the conclusion that
while a recovery in output is on the way it will be only gradual. The balance
of industrialists expecting production to fall was more extreme at the trough in
1975, but in the three quarters which followed there was a sharp improvement in
production expectations which was soon translated with a Lag of about two quarters
intoarapidrisein industrial production. Production expectations appear to have
reached their lowest point in the present cycle already in August 1980, and
since then there haskbeen a steady but slow improvement in prospects as seen by

industrialists (see graph 2.2). However, in the most recent survey (September 1981)
there still remains a small majority expecting further falls in their output.

2.4 Impact of recent movements in exchange rates and interest rates

The exchange rates of all the Community countries have fallen sharply
against the dollar in recent months and short-term interest rates have risen
partly to prevent even further falls in European exchange rates. Longer~term
interest rates have also increased, this perhaps reflecting to some extent
the upward revisions to inflationary expectations that have occurred

because of exchange rate changes. The Commission's forecasts given above

‘take into account these exchange rate and interest rate changes in

addition to the many other factors influencing the development of
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the Community economies. In this section the analysis that lies behind the
forecast is examined in some detail. Quantitative estimates of the effects
on the Community economy of step changes in exchange rates and interest rates
have been made using the Commission's economic models and other economic
evidence. The exchange rate changes and interest rate changes have been
examined separately to aid understanding. The calculations also assume that
any particular change-is maintained over the whole simulation period. The
results are therefore not forecasts of what is likely to happen but more

building blocks to be used in the construction of a particular forecast.

By August 1981 the ECU had depreciated by almost 28 % compared with its
average value against the dollar in 1980. The effects of this depreciation on the
Community economy if sustained will depend on the reaction of commodity prices, the
price elasticity of exports and the influence of any rise in inflation on wages
and real demand. Most commodities are priced in dollars and thus in the short
term an appreciation of the dollar will result in a deterioration in the
Community's terms of trade, since the prices in'dollar terms of the Community's
exports of mainly manufactured goods will fall relative to the prices of imports
of primary products and of manufactured goods from countries with strong
currencies. However, over time the terms of trade should recover part of the

Loss, since the dollar prices of commodities should adjust downwards and find

a new equilibrium in world markets. In the calculations presented in Table 2.6,
showing possible effects of a sustained 20 % devaluation of the ECU from the first
quarter of 1981, it has been assumed that over a two year period oil prices fall
by 5 % in dollar terms compared with what they would otherwise have been. and

that other raw material prices fall by 10 %. For food the situation is more
complex because of the Common Agricultural Policy which should keep down the
prices of Community food products in dollars. It has thus been assumed that

world food prices fall by 5 % and Community food prices by 12 % in dollar terms.

Model-based calculations suggest these commodity price changes will raise
Community import prices in ECU by around 9 per cent in the first year and raise
domestic prices by around 1 per cent. Even after assuming a substantial increase
in EC export prices to the rest of the wortd and some reduction in world dollar
prices, the gain in price competitiveness of the Community is likely to be in
excess of 10 per cent. Although it is well known that the effect of such relative

price changes on the volume of exports is spread over a number of years most
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econometric work indicates that at least 30~40 per cent of the full effect occurs
within the first one and half years. The results therefore indicate a substantial
increase in the volume of exports of goods and services and thus in total output
in 1981 and 1982. Because of multiplier effects the increases in output in 1981
and 1982 would be a good deal higher than indicated were it not for the reductions
in domestic demand, in particular private consumption, which arise from the

upturn in inflation.

The effects of recent interest rate changes are next examined separately.
Nominal long-term interest rates within the Community wcre by August 1981 on ave-
rage more than 1 per cent above the average for 1980. Nominal short-term interest
rates within the Community on average were about 3 percentage points higher than the
average for 1980 whilst short-term US interest rates were some 3 1/2 percentage
points higher. Since inflation has generally slowed, both in the United States
and in the Community countries, the rise in real rates of interest (measured
relative to current rates of inflation rather than the difficult-to-observe
expected rates) has been even more substantial. The Llikely effects of the pre-
sent US monetary and fiscal policy are of course matters of considerable un-
certainty and dispute. 1In the short term, at least, they are likely to depress
US output (mainly via a reduction in investment and stockbuilding) and reduce
inflation. The rises in European interest rates will work in the same direction
within the Community, although the reductions in inflation may be Less powerful
because they are not in general associated with a major change in the perceived
conduct of domestic monetary policy, and are therefore less tikely to reduce
inflationary expectations. The Commission calculations suggest that if the rise
in interest rates which has occurred is maintained it will depress Community
gross domestic product by some 0,4 % in the first year and by 0,7 % in the
second year, mainly through its impact on investment. There could be some very
slight tendency for inflation to be restrained. It is worth noting that some
of the rise in interest rates has probably occurred because the rise in the
dollar has raised inflationary expectations. Thus some of the rise in long~term
interest rates can be thought of as implicitly offsetting those increases in
demand arising from the fall in real interest rates in the exchange rate simu-

Ltation.
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The rise in world interest rates could if maintained have perhaps more
far-reaching consequences than those given in Table 2.6 because of the effects
on debt interest payments of developing countries. In the very short term
however these effects will to some extent be offset by the increases in real
income of developing countries arising from the terms of trade gain of primary

commodities associated with the rise in the dollar.

The combined effects of the exchange rate and interest rate changes are
presented in the final two columns of Table 2,6. In the second year after the
changes the Level of Community gross domestic product would be about 1,1 %
higher than it would otherwise have been, and the growth rate in that year would
be some 0,6 % higher. The expansionary effect on the volume of exports appears
to be more substantial than the restraining influence on the domestic components
of demand. The Llevel of consumer prices in the second year would be some 2,3 %
higher as a result of the changes, that is the inflation rate in that year would

be some 1,4 % higher since 0,9 % of the increase would already have taken place

in the first year.

These simulations therefore suggest that the net effects of the changes in
exchange rates and interest rates which have been seen recentty could, if
maintained, be to give some boost to real growth in the Community over a two year
period. This higher output would be accompanied by faster price inflation which
could in turn lead to greater instability in foreign exchange and domestic
markets adding greatly to uncertainty about prospects. But the forecasts pre-
sented earlier in this chapter are based on the assumption of some partial reco-
very of the Community currencies against the dollar in 1982 and of some relaxation
in interest rates. If these forecasts are realised then the effects given in

these simulations will be reduced.
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2.14

Production expectations as a leading indicator of the business cycle

The EC business surveys (1)provide monthly data on industrialists' assessments
of the most important variables relating to their enterprises. This inform-
ation may be used to monitor the business cycle. The results for certain
questions, in particular that on the expected trend of production in the
months ahead, display leading characteristics. The Table shows that, for the
Community as a whole, the turning-points in the production expectations series
have led those of detrended industrial production(zl by an average of 6 to 7
months for cyclical troughs and peaks, respectively. There is some irregul-
arity in the length of these leads, but on no occasion did the turning-point
in expectations lag that in the index for the Community as a whole.

In.the case of the present cycle, the low-point in industrialists’ opinions

on production expectations was reached in August 1980. Information from the
industrial production index shows that industrial activity flattened out in
the first half of 1981. While an upward turn in the index should soon become
apparent it is not yet possible to date this turning-point. However, it
seems that the length of the lead given by the survey data on production
indications will on this occasion have been at the Llonger end of the range of
1 to 10 months seen in relation to the lLast three troughs of the Community
business cycles.

As regards the four largest Member States, the long length of leading inform-
ation given for Germany, Italy and the United Kingdom is rather similar, with
average leads of between 3 and 7 months for their troughs and peaks. The
averages for France are also within this range, but there are some instances
in this case in which the production expectations of industrialists did not
lead the cyclical turning-point.

The Graph also shows the results of industrialists® opinions on their order-
book levels, as well as their production expectations. Turning=points in
opinions on order-books also tend to lead the production cycle, but by Lless
than the opinions on production expectations; sometimes the turning=-points
in order-books are coincident with those of recorded activity, but even in
this event the information from the surveys is available about two months
before the industrial production index and has the further quality of

giving a smoother profile of trends.

(1) Details of the questions, the method of quantification of results, and
time-series data are published in European Economy, Supplement B -
"Economic prospects - business survey results".

(2) The de-trending and identification of turning-points is carried out
according to the method of the National Bureau of Economic Research
(NBER), New York, in which the trend is estimated by means of a Long—-
term moving average, adjusted to conform more closely to the original
data, and turning-points are selected in series of deviations of the
original data from the trend. For a detailed explanation of the method,
see G. Bry and C. Boschan, "Cyclical Analysis of Time Series : Selected
Procedures and Computer Programs", New York, NBER, 1971.
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Table

Cyclical turning=-points 1968-31

Recorded Industrial

Production Expectations

Lead (-) or lag (#)

Prcduction (1) of Enterprises in number of months(a)
Trough Peak Trough Peak Trough Peak
European Community
69-5 68-12 -5
71-12 71-11 - 1
73~9 73-6 -3
75-8 75-1 - 7
77-1 76-8 , _ -5
78-8 77-10 - 10
79-12 78-12 -12
80-9
Average - - 6 -7
Federal Republic of Germany -
70-4 68-12 -4
71-12 71-11 -1
73-8 73-3 -5
75-7 75-2 -5
77-3 76-1 ~-14
78-3 77-9 -6
79-7 79-1 -6
81-2
Average - &4 -7
France
- 71-5 70~9 -8
74-8 73-3 -17
75-5 75-6 + 1
769 76-6 -3
77-12 77-8 -4
79-7 79-11 + 4
81-3
Average -4 -5
Italy
69-7 69-5 -2
71-7 71-5 -2
T4-4 73-6 =10
75-5 75-2 -3
76-12 76-9 -3
78-8 77-7 -13
80-2 79-8 -6
81-5
Average - 6 -5
United Kingdom(3)
69-6 68-12 -6
72-2 71-6 -8
73-6 73-3 -3
75-8 75-6 -2
79-6 79-5 -1
80-9
Average - -5 - 3

(1) Turning=points of production de-trended by the NBER method.
(2) Turning-point in production expectations in relation to industrial production.

~ (3) Results available for the United Kingdom before 1974 relate to the value rather
than the volume of expected production, but an adjustment based on expected

price developments has been made in order to obtain broad comparability with

the subsequent data.
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The convergence of economic cycles in the EC and OECD.

while it is obvious enough that Europe has been experiencing a generalised recession
over the past year, it is not self~evident whether this convergence of economic cycles
is true more within Europe compared to the industrialised world as a whole (OECD),
and whether these tendencies have been becoming more strong with time or not.

The Chart shows that in comparing the period 1971-80 with 1961-70, there has been a
much more powerful convergence of cycles in the last decade both within the
Community and the OECD area (the upward pointed arrows indicating the extent of the
increase in the correlation coefficients of each country's growth pattern on the
two areas). This certainly in good part reflects the two cycles in the 'seventies
that were led by massive oil price shocks. Thus the world-wide cycle has become
much more dominant.

In separating countries into two categories, those most closely following respectiv-
ely the Community and OECD's growth patterns, the 'seventies showed the original six
Member States and the group of non-EC European countries to be more closely linked to
the Community's economic cycles. In addition to the generally increased cyclical
convergence among these countries, the most striking change between the two periods
js that Italy joined this group in the 'seventies, whereas its cyclical movements
were uncorrelated with the Community in the previous decade. The group of countries
most closely correlated with the OECD cycle includes the U.S., Japan and the four
newer Member States of the Community : UK, Ireland, Denmark and Greece. These
Community countries saw, in general, a stronger convergence on the Community's cycle
in the 'seventies, but not to a higher degree than their convergence on the OECD
cycle.

This analysis of correlation coefficients, while having the merit of simplicity,
does contain some problems of statistical bias to the extent that the lLarger countries
may contribute heavily to the movement of the OECD total, and are present or absent
from the Community total as the case may be. To cross—-check the findings a more
sophisticated statistical technique (principal components analysis) has also been
used. In the present application the matrix of bilateral correlation coefficients
between individual countries' growth patterns in the two successive decades were
analysed (e.g. Germany's growth pattern in the 'seventies was correlated .9 on
France, the UK was correlated .8 on the U.S., etc.). In scanning the complete

Chart : Correlation of economic growth rates (GDP or GNP) in the 1960's and 1970°'s.
Change in correlation coefficients from the levels observed in the period 1961-1970 to those '3}
observed in 1971-1980, of regions or countries vis-a=vis the OECD as a whole (...} Of the EC (up.)
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(1) The direction of change is indicated by the arrows, the position of the arrowhead
indicating the level of correlation observed in the 1970's and the base of the
arrow being the correlation cbtaining in the 1960's.

(2) Other Europe, excluding EC.




set of correlation coefficients the technique identifies a notional growth
pattern that explains the maximum percentage variance in all countries' growth
patterns; and then a second growth pattern that explains the next largest
percentage of the variance. The results broadly confirm the findings already
reported (see Table). Thus in the 'sixties the same group of the original
"six" and other non-EC European countries find themselves to be the most
significant cyclically convergent group : in the 'seventies this group is joined
by Italy (and, curiously, Canada), and the whole group's mutual convergence is
of a much higher order too. In the 'seventies the group consisting of the US,
Japan, the UK, Ireland, Denmark and Greece is also confirmed as the second most
important set of cyclically convergent economies.

Table : Principal components of annual GDP growth rates 1961-70 and 1971-80 (2)

(Factor loadings on major economic growth patterns in the OECD area)

Predominant growth pattern Secondary growth pattern
1961-1970 1971-1980 1961-1970 1971-1980
B »85 B ,95 J »82 GR 93
D »83 NL »89 I ,64 usa ,86
DK /76 I 1 IRL 61 J »83
F ST oNec(1) 84 UK ,75
NL ) ,67 F 79 DK 7
ONEC' ,53 Canada ,70 IRL 66

D 67

Proportion of total variance of OECD growth rates explained by the

above growth patterns.

34,3% 62,2% 21,8% 14,4%

(1) OECD Europe, excluding EC.

(2) For a description of the technique, see O0'Muircheartaigh and Payne (eds.),
"Exploring Pata Structures" (vol. A, pp. 89~124), John Wiley and Sons,
London 1977.
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Table 2.4

(percentage changes)

Rates of growth of demand and output, 1970-1982
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GRAPH 2.1

2.25

Comparison of cycles in 1973-77 and 1979~82 (EC-4)

(in volume terms)
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GRAPH 2.2

_Cycles in industrial production and production expectations
(EC-10), 1973-77 and 1979-82
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3. External performance : balance of payments

The adjustment of balances of payments to the most recent round of oil
price increases has so far been relativety slow. This is particularly
so for the Community which continues to experience a substantial current
account deficit. This is due to a number of adverse factors not the
least of which has been the very large appreciation of the US dollar
which has prolonged the terms of trade deterioration initiated by the
oil price increases of 1979 and 1980. The Community members, however,
have had relatively little difficulty in financing their current deficits
and the capital flows resulting from interest rate and exchange rate
developments, although financing was largely by means of public sector
external borrowing. Services continue to play an important role in
Community countries'external transactions.

3.1 Adjusting to the oil price increases

Progress towards reducing the deficits induced by the oil price
increases has been slower in the Community than in other major indusrial
countries. The increase in oil prices occurred at a time when the
Community's current balance was already deteriorating due to a sharp
rise in imports in 1979 which continued into 1980. The position was
made worse as compared to 1973-4 by the very substantial difference in
the performance of the German current account which, despite the quadrupling
of the price of oil in late 1973, jmproved sharply in 1974 and Largely
accounted for the relatively modest effect of the 1973 oil price increase
on the Community's current balance as a whole. In 1979, however, the
non-oil trade balance in Germany was deteriorating slightly which, combined
with the oil price increases and a continued deterioration in other items

of the current account, pushed the German current account into a substantial

deficit. Hence for the Community as a whole, the current account deteriorated

by 23 000 million ECU in 1979 and by a further 19 000 million ECU in 1980
so that the current deficit was much Larger than after the oil price

increases of 1973-1974.

The Community's deficit is expected to remain sizeable for some years
to come. So far as 1981 is concerned, it is expected that the deficit will
decrease, although only very slightly. Both the Netherlands and the

United Kingdom will be in surplus on current account. Among the other
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member countries only Germany and Denmark will have a slightly improved
position this year with modest declines in the size of their deficits

while in Ireland and Belgium the current deficits will increase signifi-
cantly. While forecasts for 1982 suggest some improvement, the deficit

is still expected to remain very large. The German current account position
will be substantially improved but some deterioration is expected in the
French deficit. The deficits of the other Community members will remain
broadly unchanged but the United Kingdom's surplus will decline sharply
while that of the Netherlands will increase. Thus there has not yet been

an overall recovery of the Community's external position in the first

two years after the latest round of oijl price increases.

In the U.S. and Japan there was a more immediate response to the
oil price increases. Imports fell sharply in 1980 and this, combined
with a very strong export performance, helped to counteract the deterio-
ration in the terms of trade. The very strong export performance of
both the U.S. and Japan may have owed something to the structure of the
growth in world imports when there were substantial increases in the
value of imports in Opec countries and in European countries, both within
and outside the Community, but imports declined in the U.S., Japan and
Canada. Undoubtedly also the increase in U.S. and Japanese exports is
at least partly due to the lagged effects of the depreciation of their

currencies in previous years.

In the Community, on the other hand, not only did imports continue
to grow in 1980 but also the Community's export performance was

relatively weak. Thus, for some years now, the Community's exports
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have been growing in volume terms more slowly than its export markets
so that the Community has been losing market share. This is in sharp
contrast to the United States which has been gaining market shares

over the past few years. Japan has had a somewhat variable performance

with very sharp losses in market share in 1978 and 1979 and with a strong

recovery in 1980 and 1981.

The slow adjustment by the Community of its external position
is also due to a continuing deterioration of the terms of trade into
1981. Because the immediate effect of a depreciation is to alter the
terms of trade unfavourably while the favourable real effects only result
later, the recent depreciation of Community currencies against the dollar
has had an unfavourable impact on the Community's current account. Thus
while the U.S. and Japan are experiencing the favourable effects of the
depreciation of their currencies in the period 1977 to 1979, the depreciation
of Community currencies against the doliar in 1980 and 1981 has prolonged
the terms of trade deterioration initiated by the oil price increases.
Over the three years 1979 to 1981 the cumulative terms of trade loss for
the Community amounted to 2.9 % of GDP and, although the relative
terms of trade loss for the Community is less than that incurred by Japan,
the Community's terms of trade continued to deteriorate this year while
in both the U.S. and Japan there were no further terms of trade losses.
This, combined with their much stronger real performance,
enabled them to achieve the continued improvements in their balances of

payments.

Within the Community the terms of trade Loss relative to GDP has been
very large for some of the smaller Community members (Ireland, Greece, BLEU and
Denmark) énd for Italy. For the other members there has been a lLoss equi-
valent to about 2% of GDP in the two years 1980 and 1981 except for the
U.K. which had a slight terms of trade gain. One or two
Community members have begun the process of offsetting the terms of trade
Loss of the past three years. Both Denmark and the Netherlands have had
a very strong adjustment of net real exports amounting to a cumulative 7.9%
of 1978 GDP in the case of Denmark and 4.8% of 1978 GDP in the Netherlands
over the three years 1979 to 1981. Germany and Greece have also improved

their net exports but not sufficiently to offset the terms of trade loss.
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Overall, therefore, the pronounced movements in exchange rates

have so far hindered the adjustment of the Community to the oil price increases.
On the other hand the prospects for the coming years lLook somewhat better

While the appreciation of the U.S. dollar has had an
immediate adverse impact on the Community's balance of payments, the

Community's competitive position has improved. Its real net exports
are thus expected toincrease in 1982 while the terms of trade will stabilise.

3.2 Financing and reserves

The Community's current account deficit of 31,000 million ECU1%n 1980

was financed by inflows of capital of nearly 28,000 million ECU and by a fall

in total reserves of 3,000 million ECU. The fall in reserves is explained
wholly by a very sharp reduction of 11,000 million ECU in the reserves of
Germany partially offset by reserve gains by all the other members. For
Germany the net capital inflow was negligible and the current account deficit
was wholly financed by the fall in reserves. This occurred despite substantial
inflows of official capital both through direct official borrowing and other
official inflows which were offset by lLarge scale private sector outflows
mostly associated with changing interest rate differentials on the DM vis-a-vis
the USD and the changed outlook for the DM as a result of the current account:
deficit.

ALL the other member states, apart from the United Kingdom, had a
positive inflow on capital account. However it should be noted that in many
cases the favourable net capital position and'ihcrease in reserves
resulted from large scale public sector foreign borrowing. Thus all
Community members had official recourse to the international capital markets

to finance their balance of payments and/or budgetary deficits with the

1) See footnote to table 3.3



3.5

exception of the Netherlands and the United Kingdom. While exact details
of public sector external borrowing are not available it is clear that for
Belgium, Denmark, Ireland and Germany public sector external borrowing was
a dominant element in the net capital position of the balance of payments.
In France and Italy, on the other hand, there appear to have been sizeable
private sector inflows in addition to public sector borrowing mainly in the

form of bank capital transactions.

The recourse to public sector external borrowing is in part a recognition

of the fact that adjustment to the oil price increases cannot be immediate and

that baltance of payments deficits will have to be financed for a number of
years. However, in some Member States the recourse to foreign borrowing

is related not only to balance of payments financing but also to the need to
finance domestic public sector deficits; recourse to domestic markets for
financing these deficits would have disturbed domestic capital markets unduly.
Thus in Belgium, Ireland, Greece and Germany official external borrowing was
used to finance both fiscal deficits and external deficits. On the other hand,
it must be recognised that recourse to official external borrowing, especially
where this is denominated in foreign currency and the exchange risk is borne

by the borrower may increase future balance of payments financing problems as

a result of the need to service external debts. Thus in 1980 official external
debt amounted to between 9 and 10 % of GDP in Belgium and Greece, over 16 % of

GDP in Denmark and over 25 % of GDP in Ireland. As outstanding external debt

. increases,the pressures for policies of aujustment will increase alsu.

Despite the loss of exchange reserves during 1980 the total stock of reserves
at the end of the Year was greater than the previous year due largely to
changes in the value of gold. Of the total stock of reserves at the end of
1980 over 70% was in the form of gold holdings. It should be noted that
in table 3.4 gold has been valued at a market related price for each Community
member whereas in the official reserve statements of the member states gold
is valued according to national valuation methods. Nevertheless it is clear

that gold is the largest component of Community reserves. Given the substantial
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fluctuations in the price of gold there is a reluctance to give gold its

full market value and there is a tendency to value gold conservatively.

The fluctuations in the price of gold and the narrowness of gold markets
relative to central bank stocks also make Central Banks reluctant to use

gold actively as a reserve asset and gold reserves are now mainly used as
asset backing for alternative forms of official balance of payments finan-
cing, e.g. direct government to government borrowing, and to maintain

credit worthiness for official borrowing in the international capital markets.
It should also be noted that a portion of the Community's gold stock has

been partially monetised in the form of swaps against ECU which are in turn
used for intra central bank settlements within the Community. The Community's
holdings of currency assets amounted to over 66 000 million ECU at the end

of 1980, of which the majority were held in dollar form. Nevertheless,

other currencies accounted for about one sixth of this total and were

retative[y important in the cases of the U.K., Ireland and Italy.

3.3 Services and transfers

While the imports and exporté of merchandise are generally the most
important and largest items in the gross flows of payments underlying the
current account balance, in terms of their contribution to the net balance,
the services and transfers parts of the current account can have an important
influence on the overall current account position. Thus the deterioration
in the current account balance of the Community in 1980 was the result of a

deterioration not only in the balance in merchandise trade but also in the

services account. Although the gross flows of payments on services and transfers

may be substantially smaller than those on merchandise trade account, theijr
effect on the net balance of payments on current account can be equally impor-
tant. The main components of the current account balances of the Community and

the U.S. and Japan are given in table 3.5. Variations in the net balance of
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services and transfers can be quite substantial ( t 0.4% of GDP ) although,
particularly at the time of structural shocks such as the rounds of oil

price increases, the fluctuations are generally smaller than those of

the trade account. Both the Community and the United States are net exporters
of services. In the United States the favourable net balance on services

has been growing to reach a massive 1.4 % of GDP in 1980, more than off-
setting the negative balance on trade account even after the initial shock

of the 1979 oil price increases. In the Community the net balance of ser-
vices fell up to 1975 but has subsequently increased to0.5 % of GDP.

The Community, on the other hand, tends to have a substantial deficit

in transfer payments which in absolute terms has been growing year by year

and amounted to 0.8 % of GDP in 1980. Unlike the Commu-

nity and the U.S., Japan has generally a deficit both on services and transfer

payments which in 1980 amounted to 1.2 % of GDP.

Gross receipts and expenditure on external services for the Community
amounted to 185,000 and 174,000 million ECU in 1980 or about 9 % of Community
GDP. However the importance of trade in services to the balance of payments
varies among the Community members. Table 3.6 indicates the size of gross
external service flows relative to total trade in goods and services for the
Community and the members. For the Community as a whole the service component
of trade in goods and services amounted to 28% of exports and 26% of imports

in 1980.

In Denmark and Belgium the importance of services in the current account
has been growing with the ratio rising from 24 % to 35 % for exports and
25 % to over 33 % for imports in Belgium from 1970 to 1980 and from 27 % to
31 % for exports and 19 % and to 29 % for imports in Denmark. In Ireland,
Italy and the U.K., on the other hand, the importance of services has declined
particularly in Ireland where service exports and imports are now relatively
small. The fall in the relative importance of services in Ireland is due to
the sharp rise in Irish industrial goods exports as a result of the industrial
development policy. The U.K. has an exceptionally high ratio of service
exports and imports but these have been falling in relative terms over the

last decade and exports and imports of services in 1980 amounted to about
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33% and 30% of total exports and imports of goods and services, which for
exports at least, is still above the Community average. In Germany, France

and the Netherlands, exports of services have maintained their share of

total exports of goods and services but in Germany the ratio of imports of
services has been falling in recent years while in the Netherlands there appears

to be an upward tendency.

The composition of trade in services for the Community members is given
in table 3.7. 1In terms of gross flows the biggest service item is revenue
from capital, i.e. interest, dividends and profits earned from or paid
abroad. The Community is a net recipient on this account although the net
balance is small relative to the gross flows. The flow of payments on this
account is particularly large in the BLEU where the gross flows are of the
same order of magnitude as those of France, Germany and the U.K. This is
due to the role of the Luxembourg banks in the international money markets.
Germany and France are the largest net recipients while the U.K.'s favourable
net balance is tending to decline partly due to the growth in profits remitted
by overseas oil companies operating in the North Sea, and to the increase
in sterling investments by external holders, in particular in the oil producing
countries.

The Community has a very substantial deficit on tourism which has
been increasing in recent years. The deficit is due mainly to the large
negative balance on this account for Germany which in 1980 amounted to approx.
10,000 mitlion ECU or%7 % of the German GDP. The German deficit on tourism
has been growing in recent years and is a substantial factor in the deterio-
ration of the overall German current account position; the deficit on tourism
in 1980 more than offset the surplus on trade account. The two main
net recipients on this account are France and Italy, particularly the latter.

Among the other service sectors the Community has a small net positive
balance on transport services. These are concerned mainly with the transport
of merchandise imports and exports and with civil aviation. In 1979 and

1980 Germany and the Netherlands were the largest net recipients although
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in previous years Germany had a small deficit on this account while the
Netherlands traditionally has a surplus. Since the major Greek shipping
companies are not resident in Greece only their payments in Greece, mainly
wages to seamen, are included in the balance of payments. Nevertheless

this is an important item on the Greek balance of payments.

» The Community also is in surplus on Government and other services.

The latter include financial services and the provision of construction
services abroad etc. The largest net recipient is the U.K. partly due to the
earnings of the City which in 1980 amounted to 2,600 million ECU. France
also is a substantial net earner on this account mainly due to the receipts

from large scale foreign projects.

The Community has a very large deficit on transfer payments which
amounted to 16,000 million ECU or 0.8% of GDP in 1980. About one third of

the deficit is due to private sector transfer payments of which the most
important are the remittancies of foreign workers, particularly from Germany

ahd France,(although Ireland, Italy and Greece are net recipients on this
account). The major part of the deficit relates to public or official
transfers. These include bilateral aid, pensions, and other payments to
jnternational organisations including the Community. Payments to Community
jnstitutions, of course, while representing a net inflow or outflow for the
individual members, do not affect the overall balance of payments of the

Community, except in so far as expenditure or receipts are incurred outside.
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Table 3.1

Current balances 1979 to 1982 '000 million ECU
i n

1979 1980 1981 1982
(forecast) (forecast)
BLEU - 1.5 - 3.7 5.8 5.9
DK - 2.2 - 1.8 - 1.7 -2.0
D - 3.7 - 10.4 - 8.8 - 2.1
GR - 0.8 - 0.7 - 1.0 - 1.1
F + 0.3 - 6.3 -7 - 10.5
IRL - 1.1 - 1.0 - 2.2 -2.1
1 + 3.9 - 7.1 -7 - 4.9
NL - 1.5 - 1.7 + 0.7 + 3.1
UK - 2.6 + 4.6 + 5.3 + 2.5
EC - 9.2 - 28.1 - 27.7 - 23.0
USA - 0.4 + 2.5 + 4.1 - 7.4
Japan : - 6.4 - 7.7 + 3.6 + 9.8
Source : Commission Services.
" Table 3.2
Changes in the terms of trade and real adjustment 1979 to 1981
Cumulative Terms of Trade loss Cumulative change in the real
or gain balance of goods and services1)
as a 4 of 1978 GDP as a %4 of 1978 GDP
1979 1980 1981 1982 1979 1980 1981 1982
(forecast)(forecast) (forecast)(forecast)
BLEU 0 -2.3 - 5.5 - 6.4 1.0 -0.6 +0ua1 + 1.0
DK - 2.7 - 4.2 - 5.5 -5.3 1.2 +5.2 +7.9 + 8.4
D - 0.8 -2.1 - 3.1 - 3.2 1.1 - 0.9 +1.0 + 2.6
GR - 2.9 -7.3 - 12.3 - 16.9 - 0.8 + 1.0 + 1.8 + 2.3
F + 0.1 - 2.1 - 1.6 - 4.1 - 0.7 -1 -1.3 - 0.2
IRL - 4.9 - 9.5 -17.6 - 17.2 - 4,8 + 0.5 -1 + 1.3
I - 0.4 - 3.3 -5.6 - 6.1 - 1.2 - 4.4 =-1.5 - 0.7
NL - 1.5 - 2.7 -2.5 - 1. + 0.8 + 2.2 + 4.8 + 5.8
UK 1.1 + 2.9 + 2.5 + 2.0 -2.3 - 1.2 - 0.9 - 1.6
EC - 0.5 - 1.6 - 2.6 -2.9 - 1.0 -1 + 0.3 + 0.8
USA - 0.2 - 1.4 -1.1 1.3 0.4 + 1.3 + 0.7 + 0.2
Japan -2 - 5.1 - 4.9 -5.1 0.9 + 1.8 + 3.1 + 4.1

1) national accounts basis

Source : Commission estimates.
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Table 3.3
Balance of payments financing 1980-1981

'000 million ECU

Current Non-monetary1) Banks SDR Change in
balance capital allocation reserves3)
1980
BLEU -3.7 + 1.5 + 2.4 + 0.1 + 0.3
DK - 1.8 + 1.6 + 0.3 + 0.0 + 0.1
D - 10.4 + 4.9 - 5.7 + 0.2 - 11.0
GR - 0.7 + 0.7 + 0.2 + 0.0 + 0.2
F 2) - 6.3 + 5.5 + 5.4 + 0.2 + 4.8
IRL -1.0 + 0.9 + 0.6 + 0.0 + 0.5
I - 8.6 + 3.1 + 6.2 + 0.1 + 0.8
NL 2.9 + 0.4 + 3.2 + 0.1 + 0.8
UK 4.6 - 6.3 + 2.1 + 0.3 + 0.7
EC - 30.8 + 12.3 + 14.7 + 1.0 -2.8

1) includes errors and omissions
2) estimated
3) excluding gold valuation changes

Note :

Source :

figures are on a transactions basis except for Italy and the Netherlands which
This explains the discrepancy in the current balances
of these two countries and hence in the E.C. total compared with those shown in

are on a payments basis.

table 3.1.

Commission Services.
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Table 3.4

Official reserves '000 million ECU

IMF Position Currency Gold Total
and SDRs Assets

1979 1980 1981 1979 1980 1981 1979 1980 1981 1979 1980 1981
BLEU 0.9 1.0 1.2 1.7 2.7 4.0 10.4 19.5 18.3 13.0 23.2 23.5
DK 0.2 0.2 0.3 2.0 2.4 2.3 0.5 0.9 0.9 2.7 3.5 3.5
D 3.6 3.2 3.8 27.7 23.6 29.4 28.9 54,3 51.1 60.1 81.1 84.3
GR - 0.1 0.4 0.6 0.8 0.6 0.9 1.7 1.7 1.6 2.6 2.4
F 1.0 1.5 2.1 6.6 10.5 10.2 24.8 46,7 43.9 32.5 58.7 56.2
IRL 0.1 0.1 0.2 1.4 1.9 1.8 0.1 0.2 0.2 1.6 2.2 2.2
I 0.6 1.1 1.4 8.4 9,5 7.8 20.2 38.0 35.8 29.3 48.6 45.0
NL 0.8 0.9 1.2 2.1 3.2 2.4 13.3 25.1 23.6 16.2 29.2 27.2
UK 0.9 1.4 2.3 11.7 12.4 12.7 5.5 10.7 10.1 18.1 24.5 25.1
EC 8.1 9.5 12.6 62.2 67.0 71.2 104.6 197.1 185.6 175.1 273.6 269.4

Note : 1979 and 1980, end December; 1981 end June.

Source : Commission Services.

Table 3.5
Components of the current baLance1)
% of GDP
1970 1975 1979 1980
ECC1O)
Merchandise trade balance + 0.5 + 0.6 0.5 - 1.2
Balance of services + 0.4 + 0.2 + 0.7 + 0.5
Balance of transfers - 0.6 - 0.8 - 0.8 - 0.8
Total current account + 0.3 0] - 0.6 -1.5
USA
Merchandise trade balance + 0.2 + 0.6 - 1.3 -1.0
Balance of services + 0.4 + 0.9 1.5 + 1.4
Balance of transfers - 0.3 - 0.3 - 0.2 - 0.3
Total current account + 0.3 + 1.2 0 + 0.1
Japan
Merchandise trade balance + 1.9 + 1.0 + 0.2 + 0.2
Balance of services - 0.9 -1.1 - 0.9 - 1.
Balance of transfers - 0.1 - 0.1 -0.1 -0
Total current account -+ 0.9 + 0. - 0.8 -1.0

1) balance of payments basis.

Source : Commission Services.
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Table 3.6

Exports and imports of services 1970 - 1980 as % of total exports and imports of

goods and services

1970 1975 1978 - 1979 1980 .
BLEU exports 24. 28.3 29.1 30.6 34,9
imports 25.0 27.2 27.3 29.1 33.2
DK  exports 27.0 28.7 31.1 31.2 30.5
imports 19.3 21.5 25 .4 26.6 29.4
D exports 20.2 19.8 20.4 20.1 20.6
imports 27 .4 28.6 27.9 23.8 23.5
GR exports 443 44 .6 49.3 48.8 5%1.1
imports 18.5 18.0 17.1 16.6 17.3
F exports 26.0 26.8 29.7 26.8 29.0
imports 25.4 26.2 26.3 23.2 24.0
IRL exports 29.6 21.9 19.4 12 .1 .
imports 13.2 14.7 14.0 6.7 .
I exports 30.5 24.2 24.0 24.7 26.8
imports 26.2 23.0 20.8 19.6 19.7
NL  exports 26.6 26.5 25.0 27 .4 29.5
imports 23.0 24.5 24.3 27.0 29.
UK exports 36.6 34.2 32.8 32.3 32.6
imports 32.0 27 .1 26.5 27 .4 30.0
gcl? exports 27.0 25.9 26.2 26.0 28.0
imports 26.7 26.2 25.8 24.5 25.9

1) Gross : includes intra and extra.

Source : Commission Services.
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Services in the balance of payments 1980
'000 million ECU
Investment Labourz) 3) 4)
Transport Tourism income income Government " Other Total
+ - + - + - + - + - + - + -
BLEU ~ 3.7 3.3 1.3 2.4 2.8 12.9° 0.4+ 0.3 1.0- 0.3 3.7 3.8 22.9 :23.0
DK 1.9 1.6 1.0 1.2 0.7 2.0 : : 0.7 0.1 1.6 0.8 5.3 5.7
D 7.8 4.6 4.8 15.0 9.5 8.2 1.7 2.7 4.5 1.2 7.9 101 36.2 41.8
GR 0.7 0.5 1.2 0.2 0.1 0.3 : : 0.1 0.1 0.9 0.2 3.0 1.3
F 7.7 8.0 5.9 4.3 13.2 11.6 1.2 1.5 1.5 0.9 8.7 6.0 38.2 32.3
IRL : : : : : : : : : : H : : :
I 4,0 5.0 6.4 1.4 3.8 4.3 1.5 0.2 0.2 0.4 4.3 5.1 20.2 16.4
NL 7.1 5.3 1.2 3.3 7.4 7.6 0.4 0.3 0.3 0.3 4.0 3.6 20.4 20.4
UK 10.1 9.2 5.0 4.6 13.5 13.6 : : 1.7 2.0 8.2 3.6 38.5 33.0
EC1) 43.1 37.5 26.7 32.3 61.1 60.6 9.4 5.3 39.2 33.1 184.7 173.9
1) Gross : includes intra and extra.
2) eg : frontier workers,etc.
3) Military, representational, etc.
4) Financial and other services.
~ Source : Commission Services.
Table 3.8
Transfers in the balance of payments 1980 1000 million ECU
PrivateZ) Public3) Total
+ - + - + -
BLEU 0.5 0.8 0.7 1.4 1.2 2.1
DK 0 0.1 0.7 0.6 0.7 0.7
D 0.5 4.7 4.1 9.5 4.6 14.2
GR 0.8 o 0 0 0.8 0
F 1.1 2.9 3.3 4ub 4.4 7.3
IRL : : : : : :
I 1.3 0.3 2.1 2.4 3.4 2.7
NL 0.3 0.8 1.9 2.2 2.1 3.0
(14 1.3 1.8 1.6 4.6 2.9 6.4
ec” 5.8 11.4 14.3 25.0 20.1 36.4

1) Gross : includes intra and extra.
2) Principally emigrants'remittances.

3) Principally aid to developing countries and contributions to/receipts from the

Community budget.

Source : Commission Services.
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4. Prices, costs, income distribution and relative cost performance

Due to the strength of Community currencies in 1979 and 1980, the impact of the
oil price shock has been marginally less than in 1974 - 75 although

exchange rate developments have extended the period of adjustment. The divergence
in impacts on individual countries has been greater than previously but these
effects have been moderated by a more restrained domestic response which has
absorbed the shock rather than amplified it. Thus there has been a general
reluctance to cushion economies from external price rises and wage reaction has
been more moderate, although problems of inadequate corporate profitability
remain in a numbor of countries. The sharp depreciation of Community currencies
in 1981 has resulted in a considerable imprqvement in the relative cost position

but has also added importantly to inflationary tcndencies. The stability of
exchange rates within the EMS in the period up to the-realignment of &4 October
has, however, not been accompanied by greater convergence of inflation performance.

4.1 Prices

Consumer price trends in the Community, measured by the implicit brice
index of consumers' expenditure (Table &4.1) continued to accelerate on a year=
to-year basis in 1980 despite some slowdown noted in the latter part of the
year. However this deceleration from 14,9% in the twelve months to May 1980
to 13,3% by December was halted and some further pick-up was recorded in the
early months of 1981. Forecasts for 1981 as a whole suggest that this should
be a témpofary phenomenon and that a continuation in the downward trend can
be expected in the second half of the year giving a Community average deflator
of 11,3%, marginally down from the 1980 level of 11,8%. This trend is forecast
to continue into 1982 when the average rate for the Community is projected to
fall to 10,4%. Overall the deceleration in prices could be slower in the

coming period than that recorded after the previous oil price shock.

_ The trend in the GDP price deflator, which reflects the overall change in
domestic costs, showed a more even development over the most recent period and

did not increase at such a rapid pace in 1980 as in 1975. Of greater note, however,
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is the absence of an immediate second round reaction to the terms of trade Loss
in domestic costs whereas in the earlier period the initial impact was amplified
substantially, as can be seen in Table 4.1'for 1975. This more favourable
position is, nevertheless, counterbalanced by the Lagged' profile of the adjust-
ment shown in the forecasts with the Community deflator dropping by less than

two percentage pointsover the period 1980 - 1982, compared with the massive drop
of 4 percentage points recorded in 1976.

On an overall basis the divergencies in inflation rate performance by
countries in 1981 confirm existing classifications of inflation groups. Thus
the Member States experiencing low inflation remain the Federal Republic of
Germany, and the Benelux countries all within a range of between 5,8 and 8%
An intermediate group from 11 to 14X now altso includes the United Kingdom, as
well as Denmark and France, while to the higher group, between 19,5 and 24% and
including Italy {where the price accetération has»beehfbigger'thgn:in*TQ?L-Zﬁ)

and Ireland, must be added Greece which has moved up from the middle group.

Tables 4.2 and 4.3 endeavour to give a more detailed account of price
trends by commodity and by origin, although there are some Limitations in the
data available already referred to in the previous Annual Review. The
category fuel and Light continues to outpace the price rises of other goods
in the latest period available although at a Community level increases in this
category are moderating. This, however, is not the case in all member countries.

In the Netherlands, and to a lesser extent in the Federal Republic of Germany,

energy prices have accelerated primarily due to the lag in the Llinking

of natural gas prices to those of oil. It should be noted that other categories,
particularly non-food goods and services also contain energy components.
Non-food goods were again the largest contributor to the rise in prices,

by virtue of their weight in the total, but this contribution
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has declined in the most recent period studied. Aside from "fuel and light" only

the category "services" has made a greater contribution to the rise in prices

than its weight in the total would warrant. This was particularly true in the

case of Italx’due mainly to more substantial adjustments than usual in the early part
of the year of public utility charges and insurance. Only in France and Belgium

have services not shown a greater contribution to inflation than their weight in the
total. This general movement could indicate, some secondary reaction ;o‘the initiat
shock or a more speedy adjustment of public entreprise charges. The category ''food"
is still having a moderating effect on inflation although some upward pressure is

evident in the most recent period as Community agreed price increases feed through
into the index.

The other method of examining the components of inflation is shown in
Table 4.3.which shows the contribution of principal inputs to the rise in the
price of total final expenditure. The contribution of imports to the rise in the
total price Llevel is 3,6% in 1981. Although the contributions
in the individual years are far less than the massive 8,3% contribution recorded
in 1974 this has been mainly due to the greater strength of Community currencies
against the dollar than in 1974. Since the beginning of 1981 this effect has
worked in the opposite direction so prolomging the stimulus to the rise in domestic
prices. Although unit Labour costs contributed less to inflation in 1980 than in
1974, a more significant factor is that of the decline in their contribution
estimated in 1981 with a further tapering-bff assumed in 1982 as against the severe
amplification of the initial shock recorded in 1975. Indirect taxes are also shown
to have contributed somewhat more-to inflation in the recent period reflecting,

undoubtedly, attempté by governments to change tax structures and/qr.redress their
Large deficits, this being.particularly the case in the UK in 1979 and 1980.

In general, the price level has been affected to a considerable degree in
most Community countries by the Lack of government intervention in the price
adjustment process. Policy has tended to place substantially less reliance on
direct controls as a means of Limiting inflation, preferring in most cases to let
the full impact of external shocks bear on domestic prices. Also most countries have
been guicker to-adjust taxes on the consumption of energy
as against the experience recorded earlier where the real value of such
taxes was vrapidly eroded. Community policy on farm
products has continued to work in a price stabilising direction.thhough this has
been dictated to a greater extent by the desire to avoid excess supply on markets
rather than to influence inflation rates directly. Initial Commission proposals for
the 1981/82 agricultural year were for an average increase in common prices of 7,8%
but this was subsequently raised by the Council to 9,4%. As can be seen from table
4.2 increases in food prices in the Community since 1978 have been Less than the

rise in the general price level.

.
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4.2 Labour costs

The rise in nominal wages and salaries per person decelerated in 1981
to 13,1% in the Community without reaching the high rate of growth recorded
in 1975 (6,3%); a further easing is projected for 1982.

Although the overall level of divergence between Member States, as
measured by standard deviations, was slightly less in 1980 than in 1975, the
improvement has been less pronounced in 1981. Additionally, divergence is
considerably greater among the EMS group of countries in 1980 and 1981 (with
standard deviations of 5,9 and 5,3 respectively) than was the case between
snake currencies in 1975 and 1976 (3,1 and 2,5) indicating in general greater
potential for disequilibrium on foreign exchange markets. Thus for example
nominal per capita compensation of employees rose by over 20% in Italy and
Ireland in 1980 compared to 5,7% in the Netherlands (the country with the
Lowest labour cost increase). For 1981 some improvement is registered, with
the increases moving down to 19,3% for Italy, to 18,4% for Ireland but also
to 4,3% for the Netherlands. It should be noted that the gap has not been
bridged by greater productivity in the high wage countries since the gain in
productivity (measured by the increase in volume of GDP per head) average

around 1% p.a. in these three countries for the two years in question.Other

EMS countries in 1980 were ranked between these extremes in the ascending

order Federal Republic of Germany, Belgium, Luxembourg, Denmark and France,

and this order was maintained in 1981. Developments in the United Kingdom

showed a marked slowdown in nominal per capita compensation of employees

estimated for 1981 after a steep upward trend from 1977 and reflects the very
severe macroeconomic and monetary conditions. However, despite this turnaround with
a near halving of nominal pay rises from 21% in 1980 to 12% in 1981, only

limited progress has been made towards compensating for the massive rises in

real compensation of employees over the years 1978 to 1980 since the rate of
inflation is falling rapidly as well.

The performance of real compensation of employees may be considered
together with institutional mechanisms for the indexation of pay, or otherwise.
In Belgium, Luxembourg and Italy which have the most comprehensive and rapidly-
workingsystemsofLinkinghourtywagestoa;nﬁceindex(inthéLattercountrytheindex-
ation system was even speeded up in March 1980 by mavkir;g adjustments at quarterly intervals

inthepubLicsector),reaLcompensationofemptoyeeshasappééredimmunéfocutbacks,
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although this was also the case in certain countries where indexation does not apply. 1Inthe

Nétherlands and Denmark where indexation systems are semi-annual and partial (the
index used not including in particular, the effects of increases in indirect taxes -
already since 1963 in the Danish case) the results have been mixed. The indexation
system in the Netherlands was modified in July 1980 when : an indexation payment was
replaced by a fixed sum and in January 1981 when measures were taken to achieve a
reduction of 2 percentage points in the automatic Llink, as well as a reduction

of 0,5 percentage pointsin holiday allowances. These changes would appear from

the table to have achieved the aim desired of reducing real compensation in 1980
and 1981. In Denmark energy prices were excluded from the index with effect from
January 1979 and the index was rebased again in 1980 with the aim of reducing the
number of tranches of indexation payments)and two tranches actually abolished in
March 1980 (1). However although the reduction in purchasing power brought about
has been significant in the past, - forecasts for 1982 suggest

some recovery in purchasing power, on the basis of present policies,

in 1982. For Ireland, where indexation is not directly

applied but tends to form the starting point for pay negotiations, real compensation
of employees increased quite vigorously, although some slowdown is estimated for
Ireland in 1981, after the massive increases of the previous three years. In

France where only the minimum salary is indexed real compensation showed steady

progress over the period.

The other non-indexed countries have also followed differing paths. Thus
in the Federal Republic of Germany, real compensation has increased each year
up to 1981 although at somewhat more modest rates in the period 1979-1980 whereas
in the United Kingdom periods of large rises in real compensation have alternated
with falls.

Overall it is clear that in certain countries indexation, even in cases
where inflation has been kept down, produced rigidities which made adjustment
more difficult and Limited the powers of policy to confront problems, but it is
also obvious that the absence of automatic indexation did not eliminate all
problems of rapid adjustment. Indexation practices are in themselves highly
variable in their actual application, and for this reason the Commission's recent
Recommendation on Indexation lays particular stress on the principles that

should govern their use.

(1) For further details see European Economy, N® 8 - March 1981.



Table 4.5, which gives figures for labour costs per unit of output, shows

a fairly similar though somewhat more encouraging picture than the previous table.

Thus real labour costs per unit of output rose substantially less in the Community

in 1978 to 1981 than in 19% as wage claims were pitched at a more moderate Level.

On a country basis the only exceptions were the Federal Republic of Germany,

where productivity performance has weakened, im contrast ta previous results, and -
| ireland where wages rose remackably, but wherevsome jmprovement should come through in
, v

1981 and 1982 as employer resistance firms up. In Beltgium real labour costs

per unit of output continue to increase steadily over the period

|
|
i covered in the table. Another country which saw substantial

problems emerge in 1980 was Luxembourg. Here the erratic year to year movements
in the GDP deflator complicate the analysis but some slippage seems to have been

recorded on the wage front in 1980 and into 1981, a factor which undoubtedly led

to recent government measures on wages in the steel industry. Figures for the

United Kingdom for 1981 and 1982 from this table Llook considerably more promising

but since they do not take into account exchange rate changes, a full consideration

. of their implication for competitiveness must be postponed to Section 4.4.

Apart from the problems of divergerce méntioned above, on an oversll basis
the trend in real unit labour costs for the Community in total suggest a relatively
favourable position, with productivity growth from 1976 to 1979 exceeding the rate
of growth of labour costs, compensating for the large increase in real wages in
1974-75. The bulge in 1980-81 is considerably less pronounced and is forecast to

be reversed in 1982.
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4.3 Income distribution

The impact of the oil price shock on the terms of trade implies a loss of
real incomes for all countries except the United Kingdom. To the extent that this
transfer of real purchasing power from oil importing to oil producing countries is
not compensated for by the growth in productivity, real incomes must fall. In
order to preserve lasting price/cost relationships, this adjustment has
to be borne by the personal sector if the burden is not to affect investment
and the future growth of income. Graph 4.2 shows the real wage gap defined as
the cumulative margin between real per capita compensation of employees and
productivity, adjusted for the terms of tradé1); the criteria for this comparison
is an unchanged income distribution. For the Community as a whole, the graph shows
that on average in the period 1960-75 there was a movement in favour of wage earners.
However this overall development was broken down into two phases, relative
stability in the sixties and a marked shift towards employees in the early years
of the seventies. In 1974 and 1975 there was a considerably more pronounced gain
in the income share of wage earners, due in 1974 to the significantly negative
terms of‘trade and in 1975 to the decline in output, combined in both years with
considerable wage resistance. In the following four years the gains in wage share
were gradually eroded but not significantly enough to offset the gains made in .
1974 and 1975. In 1980 the terms of trade effect again unbalanced the situation
and a further shift towards the wage sector was recorded. However this movement
was more short-lived than in the earlier period and according to the forecasts
should return to the pre-1980 Level in 1982. The conclusion to be drawn from the
Community total would therefore be that although, on the basis of expected
developments, the 1980 change in income distribution is Llikely to be adjusted
for, there still remains a residual downward readjustment margin for the Community

wage share if the distribution of income which pertained in the late sixties Was

to be re—established.
eslae

(1)The adjustment method used is that proposed by J.L. Nicholson, "The effects of

international trade on the measurement of real national income" Economic Journal,
September 1960.




3

4.8

As far as individual Member States are concerned, Belgium and Luxembourg show
perhaps the most striking developments. In these countries there has been a virt-
ually continuous movement in favour of employees in the income distribution and only
in the forecast for 1982 is any stability foreseen. The positive movement ..
in favour of wage earners has also been important in France, despite some
fluctuations. Movements in Italy and Ireland have also been significant but
the increase in the labour/income ratio can be explained to some degree by
movements out of subsistence agriculture into higher paid industrial occupations.
The remaining countries are clustered in a group with small or even marginal
shifts in favour of Llabour income. However natural gas and oil in the Netherlands
and the United Kingdom respectively has meant for these countries deterior-
ations for the economy as a whole, although for manufacturing industry the move-

ment of income distribution against profits has been substantial.
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4.4 Relative cost performance

Over the period 1974 - 1980 unit labour costs in manufacturing in the
Community, measured in common currency terms, rose on average by 2,4% per annum
in relation to competitor countries outside the Community (for a‘detailed comment=
ary on the method used and historical data for Member States see European Economy
N° 8, March 1981, pages 91-99). In the United States, however, there wWas an
annual fall of about 1,5% over the same period after an even more marked
downward trend in the opening years of the decade. A more substantial fall (1,8%
per annum) was recorded in Japan in the years under study, admittedly after a

progressive upward movement in the earlier years of the seventies.

Developments untit 1980 were a product of several different factors. Wages and

salaries in national currency terms rose more quickly in both Japan and the

European Communify (average of around 13% per annum) than in the United States (not
quite10%).HoweverproductivitygrowthinnmnufacturinginJapanatnearty?%perannumwas
substantially in excess of that in the Community (3 1/2%) which in turn was
substantially above the annual increase in the United States (1 1/2%). Labour

costs per unit of output accordingly rose over the period at annual rates of just
under 10% in the Community, 8 1/2% in the United States and 5 1/2% in Japan. Annual
data for the movements of "relative" labour costs in national currency are

presented in the second part of Table 4.4 and these were reinforced over the period
up to 1980 by depreciations in the effective rate of the United States dollar and in

1979 of the yen while the opposite was the case with respect to the Community.

Since 1979 the gap in performance has become even more pronounced with
the Japanese economy recording massive gains in competitiveness in 1979 and 1980
mainly due to low increases in relative unit labour costs in national currency

reinforced by the decline in the effective exchange rate. The United States
more or less increased itsgcompetitiVe edge built up in the first half of the decade
until 1980, while the Community position continued to deteriorate both in national

currency and to an even greater extent in common currency terms. More recently

on the basis of Commission forecasts for 1981 a reversal of this position can
be seen. In Japan, after some faltering in the second half of 1980, productivity

is Likely to pick up in 1981. In addition wages and salaries are
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running below 6% due to the moderate wage round of 1980, with not much acceleration
foreseen in forthcoming pay negotiations. Thus a continuation of the regular fall
in Japanese relative labour costs in national currency recorded since 1976 is
likely to be registered in 1981, ensuring that the marked appreciation of the
effective rate of the yen (14,3% in 1981 on the basis of the assumptions of
stability for the rest of the year) will only have a Limited effect on the
accumulated competitive position of Japanese indUstry built up over 1979 and
1980. On the other hand,the dramatic rise in the effective exchange rate of the
dollar, since towards the end of 1980, has reinforced the weak position in national
currency terms in 1981 of the United States, and means that the Community's

cost competitiveness is restored to its 1970 level. The danger, however,

exists that the deterioration in Europe's effective exchange rate may feed

into labour costs to a greater extent than provided for in the forecasts.

Among the Member States, the largest deterioration in relative cost position
since 1974 has occurred in the United Kingdom. The decline in British competitiveness
over the period 1978~-80 is unparalleled with relative labour costs in common
currency increasing intotal by nearly 60%. This has involved static or declining
productivity, large wage increases and substantial rises in the effective exchange
rate. Although some productivity gains may be made during 1981 and although the
exchange rate of the pound has eased against the dollar, it is still relatively
firm against the continental clUrrencies. On present exchange rate assumptions,
the effective rate-of sterling, as shown in the first part of the table,
will only show a slight depreciation, mainly as a result
of positive carryover from 1980, as against strong depreciations in other
Member States. Therefore, despite a considerable moderation in pay demands
through the year and some gains in productivity, a further deterioration in
competitiveness could be registered in 1981, although not nearly the magnitude
recorded in 1980. Taking the EMS group of countries together the Federal Republic
of Germany, Denmark and the Benelux have improved their relative Llabour cost
positions in common currency appreciably in 1980, largely }hrough the fall in

relative Labour costs in national currenecy, but also with an effective exchange
rate depreciation in Denmark. On the other hand, in Ireland and to a lesser extent

in France and Italy, relative Labour costs in common currency increased despite

effective exchange rate depreciations in the Irish and Italian cases. In 1981

all these countries should experience an improvement in their competitive
positions due to the large appreciation of the dollar. The Federal

Republic of Germany should record a large .9ain in relative
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wage costs in national currency with most deals in the 4 to 5% range in the
present round, as productivity picks up somewhat. Similar, although less
favourable, patterns should apply in the other countries. However, in Italy
the improvement could be fairly minimal as productivity declines and wage

increases fail to slow down appreciably and in the United Kingdom a further

decline 1in relatjve lLabour costs is expected.
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Box Chapter 4

Major developments in Prices and Incomes Policy

Belgium: Following a series of proposals by the Government and the entry
into force at the beginning of January 1981 of a law containing interim and
transitional income restraint measures ("mini-law on restraint’”) which
froze incomes in excess of BF 35,000 per month, except for index-linked
increases, general agreement was reached between two sides of industry
for the period 1 January 1981 to 31 December 1982 on wage restraint
arrangements. These permitted the application of existing wage scales

and sectoral agreements, provided that they had been concluded before

1 January 1981 and allowed an extension of these for 12 months from their
expiry date. New agreements can now be negotiated which, depending on
working hours already in force, provide for a maximum of a 1% per year
wage increase over and above the index-linked increase or a phased re-
duction in working hours totalling not more than one hour at the end of
two years.

A freeze on prices was introduced in April 1981 on the basis of 19 March
levels and was extended until the end of May on a selective basis. Except-
ions were made for products subject to programme contracts (such as oil)

and ltater for reasons of profitability or increased costs. Price controls
were removed on 1 October 1981. In November 1980 the law on rent control
was extended by one year, the authorised increase being raised to 6%

as opposed to 5% in 1980.

Denmark: The national pay agreement which expired inearly 1981 was re-
newed in a number of sectors and trades in February of this year. The
agreements implemented were negotiated separately in almost all cases
without legal intervention by the Government which had been the case from
1975 until 1981 due to failure to obtain agreement. They provided basic pay
rises which varied by branch but in general were between 11/2 and 2 1/2%; wage
drift was frozenuntil the end of the year. In addition to the measures taken in 197§
to exclude energy items from the wage regulating index, a monetary Limit (0,90 Dkr
per hour) was fixed for the maximum increase per index portion released. The
absence of Government Llegal intervention in the negotiations has been explained
by the need felt by the two sides of industry to reassert their autonomy as regards
the Government, and to decentralise negotiations allowing developments in each
sector to be taken into account, as well as by the Government's position on the
permissible rise in wage incomes (see also box on "Incomes policy in
Denmark" European Economy, N° 8 March 1981).

The controls on prices, profits and dividends adopted in December 1979
expired at the end of February 1981 but it was decided to extend the rent
freeze to the end of April. Accordingly, only very Llimited regulations
governing price increases exist, principally aimed at controlling
monopolies.

Federal Republic of Germany: No direct influence is exercised by the

Federal authorities on income formation. However, the recent tax pro-
gramme which granted certain reliefs to wage earners could be interpreted
as giving support to moderation in wage claims. As regards prices, the
desire of the authorities to let market mechanisms work was reflected in
recent measures to increase excise duties on mineral oil and abolish
certain subsidies on petrol.
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Greece: Although automatic indexation has not applied in the past, increases
in minimum wages and salaries are subject to Government norms which take a
account of past price rises. Wage and salary contracts, negotiated on a tri-
partite basis, include a clause which, subject to certain restrictive con-
ditions, provides for a further flat rate increase in the event that price
jncreases, in the twelve months to end of December 1981, exceed a threshold
of 20%.

Oon 10 February 1981, prices of goods and services were freed from control
except for certain categories of products. In May, a further series of
products were decontrolled, leaving twenty-three basic consumer items still
subject to price control. In addition, certain agricuttural subsidies have
been dismantled.

France: Wages are determined in annual collective agreements by industry,
agreed between employers and representative trade unions. The Government
does, however, act indirectly on incomes through its taxation and social
policy and the determination of the SMIC (minimum inter-professional growth
wage), as well as exerting its influences as an employer, with agreements
in the semi-state sector often being used as a reference. In one of its
first major policy decisions on 3 June, the new Government raised the SMIC
by 10% which represented an increase of 6,7% in purchasing power terms.

The progressive elimination of controls on prices was pursued in the early
part of the year with the decontrolling of the prices of a number of food-
stuffs and café prices with effect from 26 March 1981 (see box "Lifting of
price controls in France"”, European Economy, N° 8, March 1981) More recently
the new Government introduced price surveillance on certain services in
tourist regions and took measures to improve consumer information. From

3 October 1981 the prices of services, key basic foodstuffs and importer's
profit margins were frozen for three months.

Ireland: The second National Understanding finalised in September 1980
governs pay for a 15-month period starting for the majority of workers on
1 October 1980. In addition, it included commitments by the Government to
increase certain tax allowances and social welfare payments. A review
provision, which was included in the second phase of the agreement and
applied if prices in the period May 1980 to February 1981 exceeded 10%,
was invoked by the unions but the employers rejected these demands.

No alterations were made to existing controls on prices, under which sanc-
tion for increases in prices of specified goods and services must be
obtained from the National Prices Commission before the increases can be
implemented. In May, direct government measures were taken to increase
subeidies on butter, milk, bread and flour and in August further subsidies
on milk were introduced. In addition, sanctions for increases in prices

of public transport and electricity were withheld until July.

Italy: Although various propositions have been made for the modification
of the indexation of wages on prices, which has existed in industry since
1945 - 46 and was harmonized by the Law of July 1975, no changes have as

yet been made in the existing system. Neither have any changes occurred in
prices policy which involves administered prices for a limited number of
goods and services and surveillance of other prices by an Inter Ministerial

Committee.
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Luxembourg: In May 1981 the Tripartite Conference on the Steel Industry
reached agreement on measures to Limit the growth of wages in this sector
which accounts for 36% of the Luxembourg work force. In the industry, the
salaries of white collar staff will be frozen in real terms over the period
January 1981 to December 1983, all advance indexation payments will be sus-
pended and the sliding wage scale will be delayed by one month.

Under price control arrangements already in force, the Government, in
February, authorized an increase in the prices of certain products and
services in order to align prices to those charged abroad.

Netherlands: In the absence of agreement between the two sides of industry,
the Government took measures in November 1980 to moderate the rise of wages
and salaries in 1981, after the partial suspension of the indexation mech-
anism in 1980 and the payment of a flat rate monetary amount to all wage
earners. These measures took the form of a cut of 2 percentage points in
the adjustment of wages to price rises in January 1981, and in the holiday
allowance of half a percentage point. The ceiling of the holiday allowance
was set at 7 1/2% of an amount corresponding to two and a half times the
"dominant" wage (that of the largest category of wage earners). In order to
compensate for the effects of these measures on purchasing power, tax
allowances and transfers were increased. '

No additional measures to control prices directly were implemented during
the year under review.

United Kingdom: The principle of free collective bargaining was maintained

in the past year in the United Kingdom. The authorities only intervened in
the pubLic’sector, where a 6% cash Limit was proposed for pay in central
government and the health services in the pay round to 1 August 1981.

In addition, local authorities were asked to observe this Llimit for

their employees also. The 6% cash Limit was replaced by a 4% figure

for the pay round 1981/82.

Following the abolition of the Price Commission in 1979, detailed price
controls no longer apply in the United Kingdom.




Table 4.1

consumer prices and the GDP price deflator

(national currencies) (percentage increase)

1961-74 1975 1976 1977 1978 1979 1930 1981 1982
(average} estimate forecasts
Consumer prices
B 4,3 12,6 8,0 7,0 4,2 ,5 6,4 7,5 7,0
DK 6,7 10,0 9,4 10,8 9,4 9,6 11,9 11,2 9,4
D 3,9 5,9 4,64 3,9 2,6 4,0 5,4 5,8 4,5
GR 4,8 12,9 13,3 12,0 12,3 18,2 23,7 24,1 22,5
F 5,3 1,4 9,9 9,0 87 10,3 15,2 13,5 13,0
IRL 6,6 22,3 18,7 12,7 7,2 12,2 18,2 20,0 16,0
I 5,8 17,6 18,1 18,2 12,9 15,0 20,3 19,5 16,9
L 3,5 10,2 9,5 5,8 3,5 5,8 6,3 8,0 7,0
AL 5,5 10,7 8,8 5,9 4,2 4,3 6,9 7,5 6,0.
K 5,7 23,5 15,5 15,1 8,9 12,5 15,5 11.8 10,5
£C-10 5,0 12,5 10,3 9,9 7,4 9,6 118 1,3 10,4
g;s?giggn 1,8 5,6 44 4,3 3,5 4,8 6,2 6,0 5,5
GDP price deflator
B 4,7 12,5 7,5 7,3 4,2 4,0 4,3 5,1 6,3
DK 7,2 12,6 9,2 9,0 9,2 7,3 8,4 9,2 6,0
D 4,3 6,4 3,4 3,8 3,9 4,0 4,8 4,4 3,9
GR 5,6 12,3 15,6 12,9 13,1 17,0 18,4 23,0 21,8
F 5,3 13,4 10,1 9,0 9,5 10,1 1,5 12,5 12,8
IRL 7,1 22,3 20,3 12,4 10,1 13,0 15,6 17,6 17,3
I 6,3 17,5 18,0 19,1 13,9 15,7 20,3 17,2 17,4
L 5,2 -1,0 13,0 1,5 4,6 7,0 5,1 5,7 6,7
NL 6,2 1,2 8,9 6,3 5,1 3,9 5,2 5,5 6,9
UK 5.8 26,8 14,3 13,9 10,7 14,6 18,9 10,9 9,1
EC-10 5,3 13,5 9,8 9,7 8,5 9,7 11,6 10,0 9,8
Standard 2,3 7,3 4,9 4,9 3,6 4,9 6,2 6,1 5,6
deviation

Note: Consumer prices - implicit price index of consumers' expenditure. GDP price deflator
implicit price index of GDP.

Source: Eurostat and Commission services.
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Table 4.2

Components of consumer price developments .
(percentage increase)

Food » Non food. Fuel and Rent Services Total
goods Light 1) (2) (3)
EC-9 Total
1974 12,3 14,6 25,4 8,1 10,1 12,4
1975 13,8 12,3 14,6 12,0 15,9 13,3
1976 12,9 8,9 12,9 11,2 12,3 10,8
1977 13,7 9,5 11,8 8,8 8,9 10,5
1978 7,4h 7,3 7,1 6,4 v 9,3 7,5
1979 9,2 9,4 16,1 14,3 9,7 9,9
550 -
B 3,7 9,1 : 7,6 5,7 6,7
DK 10,1 11,8 42,5 7,4 ¢,2 12,3
° 4,1 6,5 10,3 5,1 4,4 5,5
F 9,9 14,5 25,9 13,0 13,0 13,6
IRL 10,7 19,7 41,8 19,8 : 18,2
I 15,7 26,7 51,1 20,5 15,2 21,2
L 3,6 : 17,3 : : 6,3
NL 4,5 7,4 17,6 7,1 6,1 6,5
UK 13,5 16,0 25,1 28,9 23,5 18,0
EC 9 10,0 13,4 24,2 15,6 12,9 13,9
Percentage increase July 1981/ July 1980 (4)

B 6,1 10,2 : 11,5 5,2 7,8
DK 9,9 10,7 29,6 7,5 13,2 11,6
D 4,4 6,0 14,3 4,3 5,9 5,8
F 14,6 11,2 22,3 13,7 11,4 13,4
IRL 16,2 22,3 25,3 13,2 : 20,1
I 18,9 21,2 36,4 14,9 23,0 21,0
L 9,8 : 10,6 : : 8,5
NL 6,1 3,5 20,6 8,1 6,7 6,6
UK 7.2 9.2 20,6 16..5 13,4 10,9
EC 9 10,4 10,1 18,4 10,9 12,7 11,2

(1) Including repairs, maintenance and other expenses relative to property investment.
(2) For 'Ireland = housing.

(3) Excluding rent. .

(4) August 1881/August 1980 for Ireland, June 1981/4une 1980 for ItaLw..

Note: Consumer prices = consumer price indices.

Source: OECD and Commission services.
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Table 4.3

Origin of price increases (final expenditure), EC 9

(Contribution to the increase in the deflator of

total final expenditure)

Unit Indirect Other
Imports Labour taxes factors Total
costs &P (residual) (2)

(D
1974 8,3 6,8 0,8 1,3 17,2
1975 1,0 7,4 1,3 2,2 11,9
1976 2,8 3,2 1,1 2,5 9,6
1977 2,0 3,6 1,0 2,1 8,7
1978 0,1 3,1 0,9 1,7 5,8
1979 2,1 3,6 1,3 1,9 8,9
1980 3,2 5,0 1,5 2,2 11,9
1981 (3 3,6 4,5 1,2 1,9 11,2
1982 (4 2,4 3,7 1,0 3,0 10,1

(1) Per unit of output.

(2) Total = deflator of final expenditure.

(3) Estimate.
(4) Forecast.

Source: Eurostat and Commission services
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Table 4.4

Per capita compensation of employees
(percentage change)

1961-74 1975 1976 1977 1972 1979 1980 1981 1982
{forecast)

Per capita compensation of employees

B 9,6 16,4 15,3 9,3 7,4 5,3 7,8 8,8 7,3
DK 11,3 13,9 10,7 10,1 9,0 9,7 9,0 9,9 10,9
D 9,5 7,8 7,8 6,6 5,4 5,5 6,7 5,6 4,3
F 10,4 18,6 14,7 12,6 12,6 12,8 14,2 15,6 14,9
IRL 11,8 29,7 20,5 15,3 14,9 16,6 20,5 18,4 15,8
I 12,4 21,0 20,9 21,4 16,1 17,9 21,9 19,3 18,7
L 8,6 9,5 13,0 8,7 5,7 8,5 8,4 9,0 6,4
NL 1,7 13,3 10,9 8,1 7,1 5,9 5,7 4,3 7,6
UK 9,1 30,3 15,4 10,0 13,4 15,4 20,7 12,1 8,9
EC Y 10,2 16,5 12,4 10,1 9,7 10,6 13,4 11,5 10,8
jzj?g:;gn 2,6 7,3 4,7 4,3 3,9 4,8 6,3 5,0 4,6

Real per capita compensation of employees (1)

B 5,0 3,6 6,8 2,19 3,1 1,8 L3 12 0,3
DK 4,3 3,5 1,2 -0,6 =-0,4 -0,4 =2,6 ~-1,2 1,4
D 5,3 1,7 3,3 2,6 2,8 1.4 1,2 =0,2 ~0,2
F 5,0 6,5 4,4 3,3 3,6 2,3 0,9 2,3 1,7
IRL 5,0 6,0 1,5 2,3 7,2 4,0 1,9 -1,3 -0,2
I 6,2 2,9 2,4 2,7 2,9 2,5 1,3 -0,2 1,5
L 4,9 -0,7 3,2 2,8 2,1 2,5 2,0 0,9 -0,6
NL 5,8 2,4 1,9 2,1 2,7 1,5 -1,1 =3,0 1,5
UK 3,2 5,5 -0,1 4,4 4,1 2,6 4,5 0,3 =1,4
EC 9 4,9 3,6 9 02 21 09 1,4 0,2 0,3

(1> Per capita compensation of employees deflated by the consumer price deflator.

Source: Eurostat and Commission services.
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Table 4.5

Labour costs per unit of output

: total economy

(percentage change?

1961-74 1975 1976 1977 1978 1979 1980 1981 1982
forecast
Nominal labour cost per unit of output (1)
B 5,2 17,1 8,8 8,2 4,3 b, 5,1 7,4 6,6
DK 7,7 13,6 4,8 8,2 7,8 6,4 8,9 8,7 7,8
D) 5,0 5,8 1,7 3,4 2,8 2,2 5,3 4,9 1,6
F 5,5 17,2 10,1 10,2 9,0 9,2 13,1 14,0 13,3
IRL 5,6 25,0 16,3 9,5 9,1 15,9 20,6 15,2 11,8
I 7,4 25,7 15,1 19,9 13,9 12,7 18,9 20,0 16,8
L 5,3 18,8 11,2 8,4 1,6 5,8 8,5 13,1 6,6
NL 7,3 13,7 5,1 5,9 5,0 4,5 4,9 3,9 6,1
UK b,4 24,3 9,4 9,3 10,1 15,5 21,9 10,2 6,2
¢ 9 5,7 16,3 7,7 9,1 7,8 8,6 13,1 12,2 9,3
standard deviation 2,6 6,1 4,5 4,3 3,7 4,8 6,5 4,9 4,3
Real labour costs per unit of output (2)

B 0,5 4,1 1,2 0,9 0,1 0,1 0,8 2,2 0,3
DK 0,5 0,9 -4,1 -0,8 -1,3 -0,8 0,5 -0,5 -2,0
) 0,6 -0,6 -1,6 -0,4 -1,1 -2,1 0,5 0,5 -2,2
F 2,1 3,3 0,0 1, -0,5 ~-0,8 1,4 1,3 0,4
IRL 0,3 2,2 -3,3 -2,5 -0,9 2,6 4,3 -2,0 -4,7
1 0,3 7,0 =2,5 0,7 0,0 -2,6 =1,2 2,4 -0,5
L 0,1 20,0  -1,6 6,8 =2,7 -1,1 3,2 7,0 -0,
NL 1,0 2,3 -3,5 -0,4 -0,2 0,6 -0,3 -1,5 -0,7
UK 0,6 1,9 =—4,3 -4,1 -0,5 0,8 2,5 -0,6 -2,7
EC 9 0,4 2,5 -1,8 -0,5 -0,5 -1,0 0,7 1,1 =1,1
Standard deviation 1,8 5,8 1,8 2,8 0,8 1,5 1,6 2,6 1,6

(1) Compensation per employee d ivided by gross domestic product per occupied person.

(2). Labour cost per unit of output deflated by the GDP price deflator.

Source: Eurostat and Commission services.
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GRAPH 4.2 Real mage-gap »
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1) Cumulative gap between real per capita compensation of emp"toyees and productivity,
Real compensation per head is shown in Table 4.4 Productivity is defined as GDP
per employed person adjusted for the terms of trade.

SOURCE: Eurostat, estinates and forecasts by Commission services
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5.1

5. The European Monetary System and

monetary policy in the Community

Since 1979 the instability of the main non-Community currencies on the ex-
changes has, together with the shifts of the U.K. pound and the drachma,

been in contrast with the relative stability of exchange rates within the
European Monetary System (EMS). Intervention by EMS central banks has been
substantial, but has been far from exhausting the resources of the system.
Participating countries have in general observed the rules and adapted do-
mestic monetary conditions promptly to the requirements of the system.It has
not so far been possible to reduce the divergence of cost and price rises
within the EMS. Their effect has been moderated, but not fully offset by
realignments of pivot rates. The resulting shifts of real exchange rates
have been sustainable only because large margins of relative costs and prices
existed in 1978. By thus establishing more normal relative positions, the EMS
has exercised a moderating influence in countries where inflation or the level
of relative costs was too high. An important factor in the success of the
EMS since 1979 was the stance of monetary policy in favour of stability and
greater convergence. However, monetary growth has departed in 1981 markedly
from earlier forecasts in several countries. After the realignements of

4 October 1981, it is essential to make a success of the devaluations and en-
sure that monetary policies within the EMS are convergent. If more weight is
to be put on employment and growth objectives without putting at risk the im-
provement of the external balance and a reduction in the rate of inflation,
monetary policy must be prudent. Its restrictive effects can be reduced by
measures affecting the size of public sector deficits and their means of
financing as well as by action affecting the growth of incomes and their
functional distribution. European interest rates have followed the

rise in rates in the USA since 1979 without, however, undergoing the same wide
fluctuations. A fall in European rates, which would be desirable in view of
the depressed state of the Community economy, must, if it is to be durable, be
conditional on a reduction of inflationary expectationé%in most member coun-
tries. Even if this condition is fulfilled, long term rates will show a fall
in nominal rather than in real terms : real interest rates will in fact con-
tinue to reflect the size, which differs from one member country to another,
of structural imbalances as revealed by real wage positions,public sector
deficits and current account balances of payments.

5.1 pollar, Yen, Ecu and EMS

In contrast with the relative stability of exchange rates within the
European Monetary System (EMS), international currency fluctuations have per-
sisted and actually widened in 1981, affecting relations between the three
major currency areas in the West : Japan, the United States and Europe.
Between February 1980 and August 1981, the yen rose againt the ECU by some
50 %, but this upturn followed a drop of roughly the same amount between
August 19?§ and November 1979 (cf. Graph 5.1). The US dollar was worth the
same as one ECU in August 1981{as it had been in 1970), whereas in July 1980
one ECU had been worth 8 1.45, a rise of 45 % in the value of the dollar in

thirteen months. Clearly, such large variations in exchange rate relationships
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over a fairly short period do not mirror similar divergences 1in inflation

or in costs but are the reflection - accentuated by the foreign exchange
markets - of other factors, notably differences in economic and monetary
policies. Exchange rate movements of such magnitude add considerably to the

uncertainty attaching to international trade.

For a more thorough analysis of the dollar's movements against the
European currencies, a distinction has to be made between the currencies par-
ticipating in the EMS exchange-rate mechanism, on the one hand, and sterling
and the drachma, on the other, the latter two having diverged significantly
from the EMS currencies since March 1979 (cf. Graph 5.2). One highly impor-
tant economic factor in the dollar's performance against the EMS currencies
(in the shape of the ECU, minus its sterling component) is that the respective
current-account positions have been reversed. A further factor was the delayed
effects of the depreciation of the dollar and of the appreciation of the Ger-
man mark and of other European currencies prior to establishment of the EMS.
On account of their widening external deficits, but also because of the mone-
tary stabilization policy they pursued after the new oil shock, the EMS coun=-
tries were obliged between 1978 and 1981 to follow, at times reluctantly, the
underlying rise in US interest rates (cf. 5.5 below). But the extreme volati-
lity of US rates, stemming from the monetary control arrangements adopted in
the United States from October 1979 onwards, led to a saw-toothed movement
in US and European interest rate differentials (cf. Graph 5.2). This develop-
ment and the short~term capital movements it triggered were a major determinant
of the dollar's fluctuations against the EMS currencies, especially in 1980.
Although these fluctuations were substantial (a fall of around 10 % between
May 1979 and January 1980, a rise of 13 % between January and April 1980 and
a fresh fall of 10 % between April and July 1980) and although they gave rise
to further uncertainty in international trade, they were not, until the last
quarter of 1980, grouped around an upward trend. It has only been since the
end of 1980 and early 1981, as the dollar has continued its climb despite a
marked narrowing of interest rate differentials, that an unmistakable and more

sustained upward tendency has emerged which culminated in August 1981.

In order to reduce the fluctuations of the dollar against the EMS curren-
cies and to curb the upsurge in interest rates (notably in Germany during

1980 and up to February 1981), the EMS central banks intervened massively in
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dollars on the exchanges, particularly between November 1979 and April 1980
and between December 1980 and June 1981 (cf. Graph 5.2). In all, gross sales
of dollars on the exchanges by the EMS central banks totalled & 50 000 million
for the period April 1979 - June 1981, and net dollar intervention amounted
to 8 32 400 million (equivalent to some 1.4 % of the EMS countries' GDP in
1980). A large proportion of these operations was by the Bundesbank, whose
net interventions totalled & 18 700 million, equivalent to around 2.3 % of
Germany's 1980 GDP. In the case of the EMS countries, the Large~-scale inter-
ventions in dollar did not bring about a matching fall in their official net
reserves, except in Germany. This was due not only to accounting factors
(valuation of gold and foreign currency) but also to substantiatl imports of
capital partly in response to a deliberate policy of external borrowing on the
part of the public authorities (cf. Chapter 3). The effect of dollar inter-
vention by the EMS central banks was strengthened until March 1981 by interven-
tion in European currencies by the Federal Reserve Bank of New York. In May
1981, however, the US authorities officially confirmed that, except in excep-
tional circumstances, they no longer intended to intervene on the exchanges.
Thus European countries are compelled ejther to shoulder the

burden of intervention alone, to permit their currencies to float freely
against the dollar or to allow their interest rates to be as volatile as those
of the USA. These are choices which, under certain circumstances, may prove
extremely awkward. European views on these matters need to be spelt out (1) ,not
only in the interests of closer cooperation between the major currency zones
but also to ensure that international monetary tensions do not damage the

internal functioning of the European Monetary System.

5.2 Community Currencies and developments within the EMS

Between 13 March 1979 and the end of July 1981, the two Community cur-
rencies not participating in the EMS exchange-rate mechanism, sterling and
the drachma, rose by 23 % and fell by 17 % respectively against the EMS
currencies (as represented by the ECU, minus its sterling component - cf.

Graph 5.2). Since the sharp rises in the dollar at the beginning of 1981,

(1) cf. Commission foreword to the draft of the fifth medium-term economic
policy programme, COM(81)344 final of 22 July 1981, page 8.
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both currencies have moved quite closely in Line with the EMS currencies.

The depreciation of the drachma in 1979 and 1980 broadly reflected the infla-
tion differential and was in line with the policy pursued by the Greek autho-
rities before Greece joined the Community. The rise in sterling can be put
down not only to the resolute monetary stabilization policy of the United
Kingdom and an interest-rate differential of around 3.5 to 5.5 points com-
pared with the average rate for the EMS currencies throughout 1979 and 1980
but also to the appreciable improvement in the UK's current account between
1978 and 1981 equal to 0.6 % of GDP, brought about by North Sea 0il and the

recession.

The European Monetary System has, during this perijod of wide fluctuation
in international exchange rates, satisfactorily performed its role of creating
a zone of greater currency stability in Europe, even though no progress has
as yet been made towards achieving its other, more ambitious, objective of
convergence towards internal stability. The two realignments of pivot rates
which occured in the autumn of 1979 and the Llira devaluation of March 1981 had
only a modest effect on the system's parity grid. The realignment of 5 October
1981 did not change the bilateral pivot rates of the Danish krone, the Belgian/
Luxemburg franc and the Irish pound ; in relation to these currencies the German
mark and the Dutch florin were revalued by 5.5 % while the french franc and the

italian lira were devalued by 3 % (see Table 3 of the Annual Report). Since the

creation of the system the only bilateral pivot rates which have not changed
are those between the Belgian/Luxemburg franc and the Irish pound. Table
5.7 shows in detail the pivot rates at present in force and the cumulative

change in bilateral pivot rates since 13 March 1979.

Such realignments are a sign of the flexibility of the system and, if
used properly, can prevent the cumulative delays in adjusting exchange rates
that were one of the drawbacks of the Bretton woods system. 1In retrospect,
and disregarding the difficulties obtaining at the time, the 1979 realignments
merely rectified the initial pattern of pivot rates whereas the lira devalua-
tion of March 1981 can be seen as a partial - and hence not fully accommoda-

ting - adjustment to soaring relative costs and prices in Italy (cf. 5.3

. below). To forestall a vicious circle between devaluation and inflation, the

lira devaluation was accompanied by monetary measures and the announcement
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of domestic stabilization measures. Similarly, the recommandation N
addressed by the Commission to the Italian Government on 1 July 1981

calls for the introduction of stabilization and domestic adjustment

measures, stressing in particular that no protectionist measure can correct
the factors causing fundamental diseguilibrium, and that adjustment of

the growth of nominal incomes holds the key to improved competitiveness of

the economy and hence to exchange rate stability and disappearance of the
Latent propensity of market operators to anticipate a devaluation of the Llira.
This recommendation has lost more of its relevance since the realianment of
October 1981. This last realignment was of a more general nature ; triggered
by the rise of the German mark and the problems of the French

franc, it moderated but did not fully offset the conseqguences of the divergent
rises of costs and prices which have occured since the beginning of 1979. If
this realignment is to be a success it must be accompanied by appropriate
measures of economic and monetary policy which, particularly in the devaluing

countries, must put the emphasis on stability.

To date, currency management within the EMS has not, generally spea-
king, given rise to major conflicts. The divergence indicator (2), which
provides a systematic indication of the extent to which each EMS currency
diverges from the other participating currencies as a group, has fulfilled
the role éxpected of it. Between March 1979 and August 1981, its upper
threshold (set at a level equal to 75 % of maximum upward divergence) has
hardly ever been crossed (cf. Graphs 5.3a and 5.4a) although the French
franc (in April and November 1980 and in January/February 1981) and the
German mark (in August)have approached or reached it. The DM crossed the upper
threshold in September and this event was followed by the realignment of 5
October 1981. The Lower warning Limit has been reached and overstepped on a
number of occasions and for lengthy Periods. In the case of the Danish krone
(August/September 1979) and of the Italian lira (March 1981) there followed
an adjustment of the pivot rate. 1In the case of the Belgian franc (May
to July and September 1979, February/March 1980 and February/April 1981)
and the French franc (May 1981), the necessary measures (intervention , an
increase in interest rates and other monetary and economic policy measures)
were taken to redress the situatjon. On numerous occasions, policies have
been adjusted before a currency has moved unduly out of Line. In this way

the discipline imposed by the system has had a pre-emptive effect.

(1) Commission Recommendation of 1 July 1981 to the Government of the Ita-
Lian Republic pursuant to Article 108(1) of the Treaty,0.d. L189 of
11 July 1981

(2) For the calculation of the divergence indicator, cf. European Economy
Ne 3 of July 1979.
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The maximum permissible spread between two currencies at any one time
(2.25 %, but 6 % for the lira) has frequently been taken up, notably in
1979, in April 1980 and between October 1980 and August 1981 (cf. Graph 5.3b
and 5.4 b).0On one occasjon,two currencies which stood at opposite extremes with-
in the band swapped places within a short period. Between January/February
and May 1981, the Franch franc moved from the top to the bottom of the
band, changing pltaces with the German mark. As a result, the maximum
permissible divergence between two EMS currencies over time (4.5 points)
was almost reached. Movements within the currency band and reversals of
positions constitute a further element of flexibility in the EMS., They
can reduce the need for intervention and weaken the close link that tends
to develop between nominal short-term interest rates, in spite of differing
inflation rates,if there are no expectations of exchange rate adjustment.
Further, a particular currency's position within the EMS band at any given
moment does not provide an automatic indication of its strength or weakness as
measured by the fundamental factors that determine its performance in the
longer run. With a given set of underlying factors (relative prices and
costs, current account balance, etc), a currency's position is determined
principally by the degree of restrictiveness of the monetary policy pursued
by the country in question(and the way it is perceived by the markets) and

by its external borrowing policy.

Two examples may illustrate the point (cf. Graph 5.5b). 1In spite of
Germany's favourable and steadily improving relative price and cost position
vis-a-vis its EMS partners, the German mark was weak 1in the EMS
band in the second half of 1980 and up to February 1981. The main reasons
for this were Germany's external deficit and the authorities' reluctance,
due to the weak economic situation at home, to allow money-market interest
rates to rise. Following the measures taken on 19 February 1981 when the
Lombard facility was suspended and German interest rates rose from around
9-10 % to 12-13 %, the German mark reversed its position in the EMS band
and, since 9 March, has been the strongest currency. The other example con-
cerns France. In spite of relatively high domestic inflation and a slow
but continuous deterijoration in the relatijve price and cost position, the
French franc was one of the strongest currencies during 1980 and until April
1981. It maintained this position even though, compared with the rate of
inflation, money-market interest rates remained modest (11-13 %). This was
due to three main factors : a policy of tight control over the expansion of
money and credit, spontaneous and organized inflows of capital which more

than offset the current account deficit, and a nominal interest-rate
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differential vis-a-vis Germany. The latter two factors came into play

because market operators did not expect any adjustment in exchange rates.

The position within the band of the major currencies - and especially
the German mark, an alternative reserve currency - also influences the cur-
rency band's movements against third currencies, notably the dollar. The
German mark's weakness within the band in the second half of 1980 and up to
February 1981 thus dragged down the entire EMS against the dollar. In some
respects,this helped the other EMS currencies (e.g. the Belgian franc) and
contributed to the cohesion of the system. Following the turnaround in the
situation in February/March 1981, it has been the German mark which has
curbed the dollar's climb, with its own rise being curbed to some extent
by the other currencies within the band. This example also underscores the
importance of defining a common position for the European currencies against

third currencies, notably the dollar.

Some countries such as Denmark and the Netherlands, but also Italy
and Ireland, appear to be seeking a comfortable position for their currencies
or one that is easier to defend within their respective bands. On numerous
occasjons, this has led them to adjust their monetary policy ‘stance before
their currencies have approached their permissible fluctuation limits, there-
by voluntarily enhancing the disciplines of the system and probably reducing
the amount of intervention needed. The Belgian franc, on the other hand,
has found itself in the Lower half of the currency band ever since the sys-
tem came into operation. For long periods, it has been the weakest curren-
cy, touching its lower intervention threshold. This is due to . funda-
mental features of the Belgian economy (highly unfavourable relative labour
cost position vis-a-vis its EMS partners and large budget and current account
deficits) which have so far shown Llittle, if any response to monteray sta-
bilization policy and which require very high - and, in real terms, rising -

interest rates if the exchange rate is to be maintained (cf. point 5.5

‘pbelow). In theory, the position of the Belgian franc within the currency

band could be improved if monetary conditions in Belgium were tightened
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further but, since monetary policy is already very restrictive, the cost
in terms of employment and growth is deemed to be excessive. Devaluation,
on the other hand, will hardly resolve the problem because of the "open-
ness' of the Belgian economy (imports of goods and services are equiva-
lent to about 70 % of GDP, with 60 % of such imports coming from Belgium's
EMS partners) and because of a rigid and generalised system of indexation.
Under these circumstances, the monetary authorities in Belgium are walking
a tightrope, keeping monetary conditions sufficiently restrictive to main-
tain the exchange rate yet avoiding any further tightening , a move which
could ease the position of the Belgian franc within the currency band.
Belgium can be regarded as the EMS country that has come closest to ex-
hausting the possibilities of monetary stabilization policy, which, in
Belgium, has traditionally taken the form of exchange rate policy. It is
now evident that the solution to Belgium's macroeconomic problems Lies

in a reform of public finance and in an adjustment of incomes and notably
of labour costs. It was with this in mind that the Commission addressed a
recommendation (1) to the Belgian Government on 22 July 1981 in which it
stressed that monetary policy should not be relaxed until parallel concrete
and satisfactory progress had been made in the other areas of economic

and social policy.

In addition to intervention in dollars (cf. point 5.1 above), there
has been a substantial volume of intervention in Community currencies,
undertaken to influence their positions within the system and to keep them
within their margins of fluctuation. Intervention in Community currencies
totalted around 8 30 000 million between March 1979 and June 1981. In
the first two years of the system's operation, some 64 % of intervention
in Community currencies was intra=-marginal , i.e. carried out before
intervention limits were reached. These operations reflected the autho~
rities' desire to guide the movement of their currencies within the EMS
band or to repurchase them from creditors for the purpose of settling debts
arising from previous intervention operations. As yet, there are no special
rules governing intra-marginal intervention , which is entirely dependent

on the consent of the central bank issuing the intervention currency.

(1) cf. Commission Recommendation of 22 July 1981 to the Government of the
Kingdom of Belgium pursuant to Article 11 of the Council Decision,
0.J. L 228 of 13 August 1981.
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This is why, in practice, some countries which wished to intervene before
their fluctuation Limits had been reached (1) have relied almost exclu-
sivéty on intervention in dollars, being unable, in an emergency, to

make immediate and automatic use of Community currencies. This practice
may have undesirable effects in that it accentuates a given dollar trend.
To remedy this drawback and to make intervention policies more effective,
it has been suggested that certain rules be laid down to facilitate wider
use of intra-marginal intervention whenever a divergence threshold is
crossed and that this be combined with more closely coordinated action

against the dollar.

Intra-marginal intervention is not normally notified to the EMCF
except where it is financed by transfers of ECUs or use of the very short-
term financing mechanism. Intervention at fluctuation Limits, on the other
hand, which results from the basic principles of the EMS, must be notified.
Between March 1979 and July 1981, the EMCF was notified of intervention
operations totalling some 15 000 million ECUs, over half of which were
carried out in the first half of 1981. Graph 5.3c shows that intervention
operations peaked in June 1979 (in support of the Belgian franc), in Sep-
tember 1979 (in support of the Belgian franc and the Danish krone, whose
pivot rate was subsequently adjusted); in March/April and October/November
1980 and in February 1981 (French francs sold against Belgian francs and
German marks), in March/April 1981 (in support of the Belgian franc) and
in May 1981 (in support of the French franc). Although large, these
operations were far from exhausting the system's resources. In par-
ticular, no calls have yet been made on the short-term monetary support
facility or on the arrangements for medium-term financial assistance.

An interesting point is that, generally speaking, these operations have
so far not resulted in any build-up of large debtor or creditor positions
with the EMCF. Germany, for example,which was ina creditor position in
1979 (maximum of + 1 900 million ECU at the end of September), moved into
a debtor position in 1980 (a maximum of - 2 100 million ECU at the end of

pecember), before returning to a creditor position in the second quarter of

(1) This is particularly true of Italy, whose currency has been given a
wider margin of fluctuation; if Italy had to make full use of this
margin, this might have more marked psychological repercussions than
in the case of a margin of 2.25 %.
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1981 (+ 4 100 millijon ECU at the end of June). Conversely, France built
up a creditor position in 1980 and in early 1981 particularly (maximum

of + 4 700 million ECU at the end of February 1981) before moving into a
slight debtor position in the secand quarter of 1981 ( - 900 million ECU
at the end of June). Belgium is the only country that has permanently
been in a debtor position (just over - 3 000 million ECU in June 1981).
The debtor or creditor positions of the other countries have been negli-
gible. This record of debtor and creditor positions with the EMCF shows
that the EMS countries have by and large complied with the system's rules,
adjusting their domestic monetary conditions to the system's requirements
at the right time while pursuing a policy of borrowing on the internatio-
nal capital market which has broadly enabled them to finance their current

account deficits.

5.3 Effective exchange rates and adjustment of

real exchange rates within the EMS

In spite of the adjustments of pivot rates made in 1979 and March 1981,
there was very little change in the effective exchange rates of the countries
participating in the EMS exchange rate mechanism (see Table 5.2). Trace
between EMS countries has not therefore been affected by the wide fluc-
tuations in exchange rates internationally. This differs from the
divergent exchange-rate trends recorded within the Community in the pe-
riod 1973-78 and is important for an area on the road to closer economic
integration in which some 46 % of trade (in 1979, for the EMS countries)
is transacted between member countries. As a result, intra-area imports
(averaging 45 % but rising to 60 %, for example, for the Belgo-Luxembourg
Economic Union) have not been directly affected by the dollar's rise; however,
in view of the continuing inflation differentials between member countries,
this also means to some extent that the countries having more stable prices
‘have imported inflation and that the countries having less stable prices import
stability through.the mechanism of direct price interdependance. Conver-
sely, intra-area exports (averaging 48 % but rising to 65 % in the case
of the BLEU) do not benefit from increased competitiveness due to the dollar's
appreciation,but the countries having more stable prices have gained from
the slower rise in their costs while the countries having less stable prices
have been obliged to take steps to boost their competitiveness and to rein
back to domestic costs. ALtHough the realignment of 5 October 1981 did not

have a very large effect on effective exchange rates (see Table 3 in the
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Annual Report) it will nevertheless serve to damp down this process of imported
inflation or stability.ompared with the industrialized world as a whole

(17 or 23 trading partners - cf. Table 5.2), the slide in the EMS curren=
cies' effective exchange rates was less market than might have been sus-
pected given the upward surge in the dollar and the yen. This is not

only because, in spite of its volume, trade with the United States and

Japan accounts for only a relatively small proportion of the EMS countries'
total trade (7.8 % in 1979) but also because the currencies of a large num-
ber of other third countries,notably in Europe , have moved in Line not

with the dollar but with the EMS currencies (e.g. the Austrian schilling)

or with a basket of currencies in which the EMS currencies play a predo-
minant role (e.g. the Swedish krona). 3imilarly,the drachma since August 1980
and sterling since January 1981 have moved more or less in Line with the

EMS currencies (cf. Graph 5.2). The effects of greater exchange rate sta-
bility thus permeate beyond the group of countries participating in the EMS
exchange-rate mechanism. Even so, the relatively insignificant variations
in effective exchange rates, especially against the 23 trading partners (cf.
Table 5.2),should not obscure the fact that, in many cases, imports of raw
materials, notably oil, have to be paid for in dollars. As a result, these
indices of effective exchange rates give an unduly favourable measure of the
situation, at least in the short term view. In the medium term, if the
dollar were to hold steady at its summer 1981 level, the adjustment would
have to come through a slower increase or through a fall in the dollar

price of these raw materials.

The relative stability of effective exchange rates within the EMS has so
far not been matched by a greater convergence of prices and costs. On the
contrary, when expressed in national currencies, average annual divergences
from EMS partners were, in many cases, greater in the period 1979-81 than
in the period 1971-78 (cf. Table 5.3, Column 2). For the years 1979-31,
aggregate variations in the relative levels of unit Llabour costs (in natio-
nal currency) have ranged from - 14.5 % (Germany : index 1981/78 : 85.5)
to + 32.7 % (Italy : index for 1981/78 : 132.7). The EMS, then, has resul-
ted in appreciable variations in real exchange rates, that is to say, in
the relative levels of unit labour costs expressed in a common currency

(Table 5.3). 1In the countries having more stable prices, the fall in the
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relative level of labour costs ranged from-3.8 % in Belgium (index of
96.2, in Column 4) to 8 % in Germany (index of 92). 1In the EMS countries
having less stable prices, the relative increase ranged from 12.1 %
(France) to 25.7 % (Ireland). (1).

The accumulation of such deviations in a relatively short time can be
ascribed to a combination of factors : primarily a monetary and interest-
rate policy tailored to maintaining nominal exchange rates and the exis-
tence of deviations 4in the reverse direction accumulated during the
preceding period. Table 5.3 shows that, during the period 1971-78, such
deviations had accumulated under the combined impact of the relative
movements in national currencies (Column 2) and of the movements in effec~
tive exchange rates (Column 3), which had been much larger in the countries
with depreciating currencies (France, Ireland, Italy and, outside the EMS,
the United Kingdom). Thus changes in effective exchange rates between 1978
and 1981 representlin the majority of cases, the balancing off of positions
which had developped prior to 1978 during a period of monetary disturbance;

and should not be interpreted as a setback for the system.

However, it is evident that a single base year (1970 in Table 5.3)
need not necessarily represent an “equitibrium situation" for all EMS coun-
tries or for all Community countries. For this reason, and to make it easier
to gauge the margins available in 1978 (the year prior to introduction of
the EMS) and the margins remaining available in 1981 (almost three years
after introduction of the EMS), Table 5.4 expresses the relative level of
costs and prices for these two years in a common currency by reference to

different base perijods : 1970, the period 1961-70 and the period 1968-72.

It will be noted that, irrespective of the base period, the countries
which had belonged to the earlier 'snake" (and which, in the second half of
the 1970s,had become the countries with more stable prices) had accumulated
much sharper increases in unit labour costs (expressed in a common currency -
cf. Table 5.4a)by 1978 mainly as a result of their appreciating currencies.
The only exception was Germany, which,thanks to a more rapid adjustment in

its labour costs, reverted to a position slightly below that for the base

(1) These calculations do not yet take account of the most recent realignment
which does not have a very great effect on the annual figures for 1981
since it only affects the last three months of the year. In 1982 it will
have its full effect on effective exchange rates but this will be more or
less offset by continuing divergences of costs and prices expressed in
national currencies.
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year 1970 (index of 99.1).1In 1981 (1) ,taking the same base periods,the devi-
atjon became negative in Germany (in spite of the rise in the effective
exchanée rate) and in Denmark (notably as a result of the devaluation of
the Danish krone), while the deviation remained positive for Belgium and
the Netherlands but narrowed(by 4.2 or 4.4 points depending on the base
perijod and by 7.6 or 8.4 points respectively) as a result of an adjust-
ment in labour costs and without there being any significant movement in
the effective exchange rate. The relatively high Level recorded in the
Netherlands, particularly when compared with the period 1961-70, was
influenced by a structural factor since the country's rapid industriali-
2ation in the 1960s, the discovery of natural gas and, Later, the increase
in the price of gas permitted some upward shift in relative costs without
thereby jeopardizing . external equilibrium. By 1978, the other
countries (France, Ireland, Italy and the United Kingdom)had accumulated
large negative deviations compared with all the base periods. These devi-
ations were the result of currency depreciation well in excess of the rise
in relative costs expressed in national currency. Depending on the base

period, these disparities have, to differing degrees, been made good in

1981 in France and Ireland-(1),while Italy thanks to the devaluation of March

1981 still has some margin available. The United Kingdom, however has as a
result of the combined effects of inflation and currency revaluations
suffered a deterioration of its costs relative to those of its partners

belonging to the EMS of more than 50 % between 1978 and 1981.

Section b) of Table 5.4 simitarly shows relative movements calculated
on the basis of GDP deflators, which may be broadly interpreted as "total
costs per unit of output". In general, secion b) confirms the results gi=
ven in section a). It is important, however, to note the differences bet-
ween the relative positions calculated on the basis of unit labour costs
and those based on GDP deflators. In the case of the Netherlands, Germany,
Denmark and the United Kingdom, the relative levels based on Labour costs
are distinctly Ldﬁer, indicating that labour costs have adjusted more rapid-
ly than GDP deflators. In Italy, Ireland and Belgium, labour costs have
been stickier. This phenomenon is particularly significant in Belgium,
where the relative level in terms of labour costs is between 12.7 and 16.1
points higher than that based on GDP deflators depending on the base period

taken. This difference reflects a much tighter squeeze on company profits

(1) See footnote on previous page

o -
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than in the other member countries. The persistance of this gap has meant
that an increasingly restrictive monetary and interest-rate policy has had
to be pursued to maintain the exchange rate. This bears out the analysis
made earlier (point 5.2), which showed that the failure to adjust labour

costs is one of the major problems of the Belgian economy.

The fact that,in its first three years of operation,the EMS has,in spite
of realignments,absorbed a Large part of the relative cost and price margins
that existed in 1978 does not mean that from now on any persistent divergences
in costs and prices would automatically recquire an adjustment in central rates
(1)of the same order. On the one hand, a number of countries still have a low
relative cost or price level which allows some Lleeway for an
upward movement. On the other, it is quite possible that a shift from a
low to a high relative cost and price Level will serve to exert pressure
in favour of increased domestic stability if backed up by an appropriate
monetary policy. This is often the only way in which the real problems
of domestic adjustment are forced into the open (Belgium is one example).

These problems would otherwise be obscured by a spiral of devaluation and
inflation ; and this would do nothing to resolve the basic problems (this

was the experience in the UK and Italy between 1973 and 1978). It is im-
portant that this EMS stabilization mechanism should be allowed to operate
freely in countries where inflation or the level of relative costs is still

too high ; this means not only that monetary policy must defend the exchan-

ge rate but also that domestic adjustment, notably in the areas of incomes

and public finance, must be facilitated and speeded up through other appropria-
te measures. The need for domestic adjustment of this sort is particularly

pressing because the leeway given by low relative costs is dissappearing(the

Irish case) or has been - partly - restored by devaluations, for example 1in

France and Italy; or because, in some cases, positive relative costs have per-
sisted for too long and threaten to stifle economic activity (notably in Bel-
gium). Quite independently of the existence of EMS, such internal adjustment
is necessary in order to open up possibilities of economic growth in conditions
of stabjlity and to increase employment. The EMS simply highlights the need for
adjustment and helps in its realisation. This is an important role which the

EMS must play in the years ahead.

(1) Any overall assessment of relative prices and costs in a particular country
must also take account of its retations with countries outside the Commu-
nity or countries not participating in the EMS eschange-rate mechanism.
This aspect is dealt with in Chapter 4.
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What has been said above does not,however,mean that EMS pivot rates

should remain unchanged after the realignment of October 1981. Persistent di-
vergences in costs and prices,and chronic balance-of payments disequilibria,
wiLLlprobabLy make further pivot-rate adjustments inevitable after a certain
time. The decision to modify an EMS pivot rate is a political decision to
be taken by mutual agreement and by reference to a set of economic
and political criteria including that convergence of cost and price

changes towards stability which 1is one of the objectives of the EMS.

This objective will be easier to achieve if the Lower-inflation countries
block imported inflation in good time by revaluing their currencies and if
the higher-inflation countries maintain for a sufficiently long period the

stabilizing discipline imposed by a fixed exchange rate. Should domestic

stabilization policy in a higher-inflation country come up against major opbsta-

cles,steps must be taken to prevent the development of unsustainable situations

which might encourage protectionist tendencies. However, any devaluation
deemed to be inevitable would have to be accompanied by additional domestic
stabilization measures for it to have any chance of success. In the final
analysis, revaluations and devalutations within the EMS should be carried out
little by Little so as to minimize uncertainty, which is damaging to trade,

and avoid undue disruption of the process of economic integration.

5.4. Quantitative monetary policy

Since 1979, the stance of guantitative monetary policy has become
more restrictive in practically all Community countries. This change has been
prompted by the need to combat inflation and in particular by the desire to
prevent the emergence of secondary inflationary effects following the rise
in the price of oil. At the same time, the introduction of the EMS has pro-
vided those countries participating in the exchange rate mechanism with a
strong incentive to a de facto coordination of their monetary policies :
jf an EMS country had adopted a monetary policy stance significantly diffe-
rent from that of its partners, it would not have been able to fulfil its

exchange rate commitments.
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This interdependence means that monetary policies within the EMS
are strongly influenced by the larger countries. In these countries, the
intermediate objectives of monetary policy, expressed in terms of the growth
of specific monetary aggregates, are normative. The figure chosen is set
largely with an eye to domestic economic policy objectives, and, among them,
principally to the fight against inflation during recent years. The fact
that there has been agreement on the objective of stability has been of great
importance for the operation of the EMS : it has meant that major conflicts
between quantitative monetary objectives and the majntenance of EMS pivot

rates have been avoided.

In the smaller countries such as Belgium, Denmark, Ireland and
the NetherLénds, intermediate monetary objectives have less of the nature
of a commitment; they frequently serve only as indicators for the authori-
ties. Owing to the openness of their economies, the exchange rate in these
countries is of particular importance for internal stability, and monetary
policy is determined Largely in the Light of the objective of maintaining

the exchange rate; this is a case of a derived stability objective.

The pragmatism which has governed the control of the monetary aggre-
gates in countries whose quantitative objectives are normative has helped
to resolve the accidental conflicts between such targets and exchange rate
objectives : temporary deviations from the prescribed path of the aggregate
chosen as an intermediate objective have been allowed; the effects on mone-
tary aggregates of exchange market intervention have been only temporary
and have largely been sterilised; wherever possible, interest-rate policy
has taken account of both internal and external objectives and has never
been completely subordinated to the short-term control of monetary aggregates.
This pragmatism in monetary policy within the EMS contrasts with the mone-
tary policy pursued since October 1979 in the United States, where very short-
term and frequently fortuitus deviations from the prescribed path of the
target aggregates have immediately led to corrective measures and therefore

to great instability in interest rates.
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The wide range of aggregates chosen as the key variable of mone-
tar} policy in Community countries is perhaps surprising and certainly
does not make it easier to interpret a synoptic table (cf. Table 5.5).
It is due to a number of factors : institutional factors, the varying
stability of the demand for money, the size of the economy,etc. While an
objective based on the broadly defined money supply, as used in Germany,
France and the United Kingdom, may help to reduce the rate of inflation
in the medium term,it does not make it possible to detect _excessive domes-
tic credit expansion allowing a persistent balance of payments deficit ;
conversely, an objective or indicator expressed in terms of domestic credit
expansion, such as is generally adopted in the smaller countries and in
Italy, may help to contain an external deficit, but, if the balance of pay-
ments moves into surplus, it may allow a too rapid growth in the money sup-
ply and so lead to a subsequent acceleration in inflation. This is why
assessments of quantitative monetary policies must focus both on the
money supply and on its counterparts (cf. Tables 5.6 and
5.7 ). This is also one of the reasons why harmonization, at Community
level, of the intermediate objectives and instruments of monetary policy
is a much less urgent task than the coordination of the policies actually
pursued. Given sufficient agreement between the large countries on

fundamental objectives, the EMS constitutes a powerful instrument in

this respect.

while there was a tendency towards overshooting of the monetary objec-
tives in 1978 and 1979, the generally lower norms fixed for 1980 were
observed fairly closely in the member countries, except in Denmark and the
United Kingdom. The targets for 1981 generally continue to reflect a policy
of gradually reducing the growth of money or credit in Line with the general
aim of combating inflation, but they are Llikely to prove more difficult to
achieve. The information available in September 1981 on the success of
member countries in achieving their various monetary objectives or indicator
Levels shows that five countries (Greece, France, Italy and the United King-
dom) have gone above the levels implied by their initial objectives or chosen

indicators, sometimes by a wide margin (see Table 5.5).
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Whereas most countries, and in particular France, Germany and Italy,had
adopted between 1979 and 1981 a pragmatic policy of a phased reduction in
their quantitative objectives, the United Kingdom announced in advance that
as part of a medium-term financial strategy it would reduce its inter-
mediate objective (expressed in terms of sterling M3) from the 7 % - 11 %
adopted in June 1979 to approximately 6 % per annum by the spring of 1984.
However, this objective has so far proved very difficult to achieve, not
only because of major changes in monetary control arrangements (1) but
also because of the sharp appreciation of sterling in 1979 and 1980, which has
exerted a very strong stabilizing pressure on the economy that would have
been even greater if the authorities had adhered to their monetary objec-

tive regardless of cost.

The monetary policy adopted since 1979 aimed at stabilization and pro-
duced a reduction in the rate of growth of the money supply (M2 or M3) in the
Community from 13.9% in 1978 to 10.5% in 1980,the latter being ctose to the
average rate of the 1960's. As recently as May 1981, forecasts suggested a
further reduction in 1981 to 8.8% (see Table 5.6). The forecasts of September
1981,however, show figures for several countries which are higher, and in some
countrfes considerably higher;the impression thus emerges that in terms of the
Community average the deceleration of monetary growth ceased in 1981 and gave
way in some countries to a renewed acceleration. In the wake of the recent
realignment it is necessary to make a success of the devaluations and ensure
that monetary policies within the EMS are convergent., It is particularly ne-
cessary to avoid further realignments of pivot rates caused by developments
in the monetary domain rather than by those fundamental factors such as rela-
tive price and cost levels and balances of payments on current account which
should determine pivot rates within the EMS. The need to bring the external
account back into balance and the need to reduce the rate of inflation both
indicate that monetary policy in the Community must continue to aim at stabi-
lity. Such a policy does not necessarily exclude a higher priority for objecti-
ves of employment and growth : its restrictive effects can be reduced by mea~-
sures affecting the size of public sector deficits and their means of financing
as well as by action affecting the growth of incomes and their functional
distribution. Adjustments in these two areas are essential if lasting opportu-

nities are to be opened up for growth with stability.

As regards the structure of financial flows, Table 5.7 = which depicts
the development of the counterparts of money supply and therefore their con-

tribution to monetary expansion -~ gives some jdea of the extent of the

(1) Abolition in June 1980 of the supplementary special deposits scheme or
"corset".
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problems. In all Community countries, domestic money creation, as measured
by the expansion of bank lending to residents(private and public sector),

has been apreciably greater than the growth of the money supply. The dif-
ference has been absorbed either by non-monetary Liabilities or by the
negative external impact resulting from the balance of payments deficit
(current account and non-bank capital account). Thus in many countries do-
mestic credit expansion has fed through into the acquisition of longer-term
assets not included in the definition of the money supply, as is to be ex~
pected in a period of high interest rates ; it should be noted, however,
that, if interest rates fall, this development might well be reversed, adding
to the liquidity of the economy. The expansion in Llending has also enabled
the non-bank private sector to finance its current deficit and/or the
export of non-bank capital. (The figures, expressed as a percentage of
the money supply at the beginning of each period, are particularly high

for Ireland and Belgium - cf. Table 5.7). Such a phenomenon is to be expec-
ted initially in a period in which a current account deficit is made inevi-
table by an external shock ; but if it were to continue for long on such

a scale, this might make it more difficult or even impossible for the balance
of payments to recover. A very high proportion of the expansion in domestic
credit has gone into the monetary financing of the public sector : the figures,
expressed - as a percentage of the money supply at the beginning of each
period, are particularly disturbing in the case of Ireland, Greece, Belgium
Denmark and Italy. This is a major source of money creation and potential
inflation that is extremely difficult to stop : any attempt to increase the
share of non-monetary financing of the public sector would have the effect

of further boosting the rise in interest rates and would be Likely to squeeze

out the private sector and in particular that productive investment which
creates employment. In those countries, therefore, in which the public
deficit as a proportion of GDP (cf. Table 5.9) is particularly high (close

to double figures or even higher) a policy directed towards stabilization
and, in time , growth and higher employment can be pursued only at the cost
of a thorough reform of public finance, however difficult this may appear

in the present economic situation.

 ja



ol

5.20

The importance of an adjustment in income trends and income distribu-

‘ion for the lasting success of monetary stabilisation policy should also be
lade clearer, The reduction in monetary growth in the Community between 1978
ind 1980 was not followed by a fall in the rate of growth of nominal GDP
intil 1981 (1978 : 12.8%; 1981 : 9.5% - cf. Table 5.8). This development com-
rises an accelerating rise in the GDP price deflator (from 8.9% in 1978 to
1.6% in 1980 and 10% in 1981) and a marked reduction in the real growth rate,
rom 3.1% in 1978 to - 0.5% in 1981. Monetary stabilisation policy has thus
revented an explosion in the inflation rate of the kind which occurred after
he first oil shock (GDP price deflator : 6.8 % in 1972, 14.2 % in 1975),
ut a reduction of real growth has been inevitable , notably as

result of an inadequate adjustment of incomes and costs (greater
hough it has been than in 1974/75). Monetary policy succeeded in 1979
nd 1980 in stabilising, broadly speaking, the margin for price increases,
n the sense of the growth in the money supply per unit of real GDP, (cf.
able 5.8,line 1); the faster rise in the GDP deflator actually recorded until
980 was made possible only through a reduction in the liquidity ratio of the

conomy or,in other terms,through an increase in the velocity of circulation of

oney, which has accompanied the rise in interest rates. At the same time,
iowever, the margin for real GDP growth resulting from the combined effects
'f monetary growth and the increase in unit Labour costs (cf. Table 5.8,
ine 2) has considerably narrowed (from 4.7 % in 1978 to - 1.3 % in 1980).
‘he rise in labour costs, which is responsible for this phenomenon, is due
irstly to the acceleration, in most countries, of the rise of per capita
ominal wages following the increase in import prices (particularly of oil
roducts) and secondly to frequent cases of underestimation, when collective
greements were concluded, of the slowdown in growth and productivity gains.
he actual slowdown of GDP growth in volume terms has been somewhat less
arked than that of the margin for growth owing to the reversal of a
tructural element determined by changes in the relationship of the Liguidity

atio to the divergence of real wage growth from productivity (see Table 5.9,

ine 5). In 1981 this factor had the opposite effect so that in spite of a
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small reduction in the growth of wage costs and some acceleration of

monetary growth, GDP volume shows an absolute decline.

For 1982 Commission staff forecasts indicate a growth of the money
stock slightly less rapid than that of 1981, alongside a more noticeable
slowdown in the growth of wage costs on the basis of a more rapid rise of pro-
ductivity rather than a slowdown in per capita wages. Consequently, the
scope for growth allowed by the relationship between monetary growth and
rising labour costs should again be marginally positive (cf. Table 5.8,
column 1982a, line 2), while the actual growth in real GDP (1982a : 2.0 %
is expected to be slightly higher owing to the structural factor mentioned
above. According to this estimate, the margin for price increases would
narrow considerably , but the actual rise in the GDP deflator would not
be reduced owing to a sharp fall din the Lliquidity ratio, i.e.

a further acceteration in the velocity of circulation of money.

These figures (column 1982a of Table 5.8) reflect estimates made in Sep-
tember 1981. They are not satisfactory, either for growth and employment pros-
pects or for inflation.It is therefore important to ask how = with the same sta-
bility-oriented monetary policy = this performance might be improved through
a better adjustment of incomes trends and incomes distribution. Supposing,
for example, a 50 % reduction compared with 1981 in the increase in unit
labour costs and assuming , at the same time, an increase in real per capi-
ta wages which is 2 % lower than that of productivity, it would theoreti-
cally be possible (subject to changes jn the liquidity ratio) to obtain
both an appreciably higher rate of growth and a reduction in the rate of
inflation (cf. Table 5.8, column 1982 b). This example clearly has only
illustrative value. However, it should be remembered that in 1976, compa-
red with 1975, the increase in labour costs was reduced by more than half
and that the slowdown in the increase in real wages in relation to produc-

tivity was of the same order as that envisaged in this example.
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The slowdown in the rise in unit labour costs - as in all nominal incomes
per unit of output - would be necessary to reduce the rate of inflation
and to increase, given unchanged monetary growth, the margin for real GDP
growth. The increase in unit labour costs would have to be less than that
in prices or, put another way, the growth of real per capita wages would
have to remain below that of productivity so that firms' profit margins
could be restored (1) ; this is a prerequisite for increasing firms' pro-
pensity to invest and their capacity to create jobs. Such a development
in 1982 and beyond would permit an expansion of non-inflationary demand
resulting either from a spontaneous growth in exports and investment or
from certain stimulatory measures whose adoption would be facilitated by
the fact that they would no longer threaten to lead rapidly to further
inflation. Such a development would in time bring about a reduction
in unemployment and a higher growth in real wages than the stagflation

now in prospect.

Clearly,monetary policy cannot alone trigger the process outlined
above. However, the policy aiming at monetary stabilization which has
been pursued for three years in the Community is a necessary condition.
Against this background, "an incomes policy of some suitable design, based
on consehsus rather than on constraint, should not be ruled out. Admit-
tedly, incomes policies have foundered in the past, but in many cases they
have failed because they were seen as an alternative to monetary restraint
rather than as a supporting instrument. It is because it was used in this
second way that the deliberate moderation of income growth has had quite
good results in a number of countries, and notably in those which have had

most success in mastering inflation. 1Is this merely a coincidence 2 " (2).

(1) A substantial improvement in firms' profit margins is all the more
necessary for improved growth and employment prospects, since, in most
member countries, the gap which has opened up since the 1960s between
the growth of real per capita wages and that of productivity, adjusted
for changes in the terms of trade, is still very wide (cf. Table 5.9b);
these are after-effects of what went wrong in the first half of the
1970s and of the first oil shock, which have not yet been overcome at
macroeconomic level.

(2) See the conclusions of the 1981 annual report of the Bank for Interna-
tional Settlements, p. 165.
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It is also clear that a decision to let the rate of monetary growth in
the Community rise from 10.5% in 1980 to 12, 13 0r 14% in 1982 might Llead
to a possible recovery in 1982 or 1983 ; but a resumption of growth under
such monetary conditions would not allow a reduction in the base-line given by
the present rate of inflation (Community average of 10% for the GDP deflator)
and would quickly lead to an acceleration of price rises ; such a develop-
ment would rapidly unleash a new stabilization crisis and would contribute

nothing to a lasting improvement in growth and employment prospects.

5.5 Interest rates

The present phase of high interest rates has already Ltasted longer
than the 1973/74 phase, which accompanied the overheating of 1973 and the
first oil shock ; furthermore, interest rate levels are-higher. In the
autumn of 1981, this phase is in its third year and the neak money market rates
(three-month interbank rates, Community averages) have been of the order of
14 to 16 %, whereas the previous phase lasted only from the second quarter
of 1973 to the first quarter of 1975 and the maximum Levels then were between

12 and 13 %.

The new wave of rising interest rates stafted with the acceleration in
inflation in the United States which began in 1978 ; to this was soon added
the impact of the second oil shock. In the Community, the resurgence of
inflationary pressures, the emergence of a substantial balance of payments
deficit on current account and the more restrictive stance of monetary policy
Lled, during 1979, to a rise in money market rates comparable to that in the
United States. Graph 5.5 shows that the rise in Community rates has been
a good deal more steady than that in the United States : average Community
rates increased from around 7 =~ 8 % in 1978 to approximately 12.5 = 14 %
in 1980 and to 15 = 16 % by mid-1981, whereas in the United States three-
month Treasury biltls fluctuated between a first high of 16 % in March 1980,
a low of 7.9 % 4in June 1980, a second high of 16 % in December 1980, a further
low of 12.5 % in March 1981 and a further high of 16 % in May/June 1981
(see Graph 5.5). This extreme volatility of U.S. rates is probably one of
the main reasons why public opinion in Europe has freguently put the blame
for the general escalation in interest rate levels following the second oil

shock squarely on the shoulders of authorities in the United States.
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The average level of interest rates in the Community was kept bet-
ween 12,5 % and 14 % from the end of 1979 until the beginning of 1981
paftLy because the monetary authoritijes in the member countries did not
wish to follow the instability of transatlantic rates but mainly because
they were guided by considerations of domestic economic policy : an appre-
ciable fall in rates after March 1980,0n the United States pattern, would
have been compatible neither with the Community's substantial deficit on
current account nor with the need to combat inflation ; a further big
upsurge in interest rates in the second half of 1980 would have conflicted
with the worrying fall-off in activity and rise in unemployment. However,
the continuing high external deficit and rate of inflation, which were Llikely
to be further aggravated by the soaring rate of the dollar, made a further
upward adjustment of interest rates in Europe inevitable. This movement
was started by the Bundesbank measures of 19 February 1981 (suspension
of the Lombard facility) and followed, between February and May 1981, by

the Benelux countries, Italy and France.

Graph 5.5 shows that, since 1978, the general trend in money market
interest rates has been very similar in Germany, France, Italy and the Bene-
Llux countries in particular -~ - a result of the EMS., The differences in
level are due mainly to divergent rates of inflation and to different situ-
ations as regards payments balances and public budgets. However, it
should be emphasized that, when the markets do not anticipate a shift
of pivot rates, short-term investment in the various member coun-
tries s guided simply by nominal rates, and that the influence of
differing inflation rates on short-term interest rate differentials tends
to diminish as a result of the existence of EMS. Short-term rates in the
United Kingdom have followed a different pattern : a very sharp rise from
1978 to the end of 1979 was followed by a gradual fall until the middle of
1981 ; this trend reflects the great effort made to achieve monetary sta-
bility and the gradual reduction in the rate of inflation from a level
exceeding 20 % at an annual rate in the first half of 1980 to approximately
11 % in July 1981 : short-term interest rates in real terms thus fluctuated

around zero from the beginning of 1979 until the middle of 1981.
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Long-term interest rates are less influenced by the day-to-day
conduct of monetary policy. Since 1978, their trend in the Community
has generally been similar to that of short-term rates, although they
have fluctuated much less. As measured by the Community average, short-
term rates exceeded Long-term rates from mid=-1979 until mid-1980 and
did so again from the first half of 1981. Despite the methodological
problems involved in calculating real interest rates, a structural study
of real long-term interest rates over a long period provides interesting
findings. Taking the Community as a whole, the Level of real long-term
rates was positive and relatively high during the 1960s (average for
1961-70 : 2.9 % - cf. Table 5.9 and Graph 5.6). This level was accompa-
nied by low rates of inflation, high rates of GDP and investment growth,
public budgets more or less in balance, current payments generally in

surplus and a trend in real per capita wages - leaving aside cyclical fluc-

tuations - parallel to that of productivity adjusted for changes in the terms

of trade (see Graph 4.2). At the beginning of the 1970s,real Llong-term rates

started a steady fall (cf. Graph 5.6), the low point being reached during
the 1975 recession (- 1.8 %). At the same time, a considerable gap opened
up between the growth of real wages and that of productivity adjusted for
changes in the terms of trade ; the rise in prices accelerated considera-
bly, the trend growth rate of GDP and of investment fell and public budgets
and balances of payments showed substantial deficits. These trends were
closely linked with the lax monetary policies pursued in the early 1970s
(cf. Chapter 5 of the 1980 annual review) and with the inadequate adjust-
ment of incomes to the consequences of the first oil shock. It would seem
that, during this period, the role played by interest rates in the alloca-
tion of resources and the distribution of incomes was greatly disrupted.
The major structural distortions which resulted were only very partially
corrected by developments in the second half of the 1970s. While the
stricter monetary policies adopted at the time of the second oil shock
prevented inflation from again getting seriously out of control, they

led in 1981 to a reappearance of high real long~term interest rates.
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| Owing to the present prospects of slower growth , these real rates;
! are having a greater impact on the economy than the similar rates observed
| during the 1960s.

With economic activity sluggish in the Community, a general fall in

| short- and long-term interest rates would undoubtedly be desirable. For

\ the time being, the high level of United States interest rates prevents

i such a fall from occuring, although the decline in demand for credit re-

} sulting from the current slowdown in economic activity could well justify

! a downturn in the near future. For a fall to last, however, inflationary

expectations would have to be reduced appreciably in most member countries.

| Even if this were achieved, the general fall in long-term rates would be

\ more a fall in nominal rates than in real rates and the differences in

i real rates would continue to reflect the varying size of structural imba-
lances in the member countries. Table 5.9 shows how the level of real
long~term rates is associated, in member countries, with the divergence
of real wages from the growth of productivity adjusted for changes in the
terms of trade(real wage position) and with high or persistent
public budget and current account deficits. The situation differs appre-
ciably from one member country to the next. In Belgium the divergence of real
wage position is widest (+23%) and the deficits both of the publies sector and
of the balance of payments are highest (Ireland left apart) f these
three factors combine to force real long-term rates up to a very high level ;

| in Denmark the position of real wages has been corrected, although the sharp
growth in the public sector deficit since 1978 and the continuing balance
of payments deficit on current account since the 1960s, resulting in a very
substantial external debt, have also led to a very high Level of real rates ;
Germany, where real long-term rates have never been negative, and the
Netherlands and France occupy, albeit with major differences of detail,
a middle position, though this in no way implies the absence of structural
imbalances ; in Italy and Irekand, real rates .remained negative or
marginally positive until 1981 despite a high or very high position of real
wages and substantial public sector and external deficits, because in both
countries the process of reducing the rate of inflation (between 17% and 18% in
1981 in terms of GDP prices) has scarcely got under way and the monetary fi-

nancing of the public sector is still very substantial : in the United Kingdom,
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finally, after a lengthy period of negative rates (from 1974 to 1980

with the exception of 1978), real long-term interest rates again became
positive in 1981. These country-by-country observations show that the

high Level of interest rates in the Community is not exclusively a

problem of international relations or of overall monetary control ,but

is also one of structural imbalances which largely developed in the first
half of the 1970s. A monetary policy which aims at stability and which refu-
ses to permit an escape route which would involveqfurther wave of inflation
shows up these imbalances and may prevent them from worsening. However, in
order to speed up this corrective process, while at the same time Limiting
the cost in terms of growth and job losses, the reform of public finances

and a more rapid adjustment of incomes are essential.
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_Table . 'S.1 . : e
Pivot Tates*of Community currencies (S D]
- Bruxelles Kgbenhaven Frankfurt Paris Dublin Roma Amsterdan London
inBFR/LFR  in DKR +n DM in FF ja: IRL ein LIT  jn. HFL 4n UKL
) a) Pivot.rates against ECU .
©-1% mars 1979 1 ECU = 39,4582 7,08592 2,51064  5,79831 0,662638 1148,15 2,72077 (0.6632
24 gept.1979 1 ECU = 39:8!«56 7, 36594 2:48557 5:85522 0,663141 115942 2,74748 (0,619821)
" 30 nov. 1979 1 ECU = 39,7897 7,72336 2,48208 5,84700 0,668201 1157,79 2,74362 (0,648910)
23 mars 1981 1 ECU = ko,7985 7,91917 2,54502  5,99526 0,685145 1262,92 - 2,81318  (0,542122)
5 oct. 1981 1 ECU = © 40,7572 7,91117 2,40989  6,17443 0,684452  1300,67 2,66382 (0,601048)
) bf EMS bilateral pivot rates since 5 october 1981 : ‘
100 BFR/LFR & 2,25 % 100 19,4105 5,9128 15,1493  1,6793t - 3191,26  6,53583 -
100 DKR - = 2025 % 515,186 1000 30,4619 7B.047  B.651é9  1ekiorg 33 6716 -
100 DM fa,25% 1691,25 328,279 100 256,212 28,4018  53972,2 110,537 -
100 FF I2,25% 660,097 128,128 © 29,0202 10 11,0853 21065,3 43,1428 -

1 IRL 22,25 % 59,5471 11,5584 23,5209  9,02098 1 1900, 31 3,8919 -
1000LIT 26,0 % 31,3355 6,0824  1,85281 b,74714 0,52623 1000 2,04804 -
100 HFL . 2225 % 1530,03 296,986 90,4675 231,789 25,6944  48827,2 100 -

' c¢) Total appreciation (+) or depreciation (-) of bilateral pivot rates in X between
- ) 13 March 1979 ands october ‘1981 2)

BFR/LFR 0,0 ) + 8,09 - 7,07 + 3,09 0,0 ] T e 9,67 <~ 5,21 - )
DKR : ~ 7,48 0,0 <14,03 - 6,62 - 7,48 +1,67  -12,3) Vo
DM .- . _ + 7,61 +16,31 0,0 +10,9%  + 7,61 +18,02 + 2,00 T -
FF ‘ SR M + 4,85 - 9,86 0,0 ©3,00 _ +638 -8,08 : -
IRL : 0,0 + 8,09 - 7,07 + 3,09 0,0 ... + 967 -~5,21 - -
LIT ‘ - 8,82 = 1,45 -15,27 -6,00 - 8,8 0,0 ~13,57 -

HFL : '+ 5,5 +14,03 - 1,9 + 8,76 + 5,50 +15,71 0,0

does not participate in the EMS exchange-rate mechanism.

" 2) Table to be read from left to right,

Table. 5.2

4Changes in effective exchange rates - March 1979 = 100 -

monthly averages

"1) The Drachma has not yet been integrated into the ECU ;_the pound sterling is.represented in the ECU, but

Against EMS countries Against 17 partners
(1)

Againat 23 partners

Against the dollar

(1) (2) only

March July July March July " July March July July March July July

1980 1afo 1981 1980 1980 1981 1980 1980 1981 1980 1afo 1081
B/L 98,9 100,01 99,2 98,9 100,5 91‘.'7 98,7 100,2 95,0 98,4 105,3 73,7
x 90,3 - 91,0 - 91,2 89,8 90,8.. 81,5 89,5 90,6 83,0 30,0 96,0 67,9
» 102,3 102,3 105,0 101,9 1024 95,3 102,9 104,0 99,1 100,6 106,5 26,2
¥ 200,2 100,9 100,1 100,2 10,3 92,6 100,5 102,0 95,1 99,5 105,8 23,9
m 995 100,6 99,4 96,4 97,7 83,9 - - - 98,5 105,4 73,4
T 983 95,7 926 98,4 96,4 - 85,6 99,8 98,7 89,2 97,9 101,1 69,3
M. . 996 100,0 99,7 99,3 100,1 91,9 99,k 200,2 94,7 99,0 105,1 74,0
114 109,6 111,3 129,31 10,4 113,0 1158 10,72 113,5 11k,9 108,35 116,64 95,1
UsA 100,8 95,4 135,4 103,8 98,1 14,7 103,8 98,8 115,9 100,0 100,0 100,0
Jepan . 83,6 88,9 120,0 83,2 9.2 93,9 83,8 92,0 96,6 83,0 93,3 88,8

1) Combined export and import weighting;
2) Source: Bundesbank, monthly report,

source: Commission departments.,
August 1981, export and import weighting.
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Table 5.3 )
Breakdown of the changes in relative unit labour costs 8 vis-a-vis EMS partners
Changes in each Relative changes in Changes in effective ° Relative changes in
country, %n natio- national currencies” exchange rate’ .- comiion “currency -
nal currencies :
1 2 5 3 é s = 2 X
hunual rates as % . 1973 1981 ’ ‘§gz 1981 1978 1951
g 728 81 1970 "197% 970 197 1970 197
70 78  Ind. %p.a. _Ind. ¥p.a. _Ind. ¥p.a. _Ind. %p.a. _ Ind. Xp.s. Ind. Xo.a.

3.4 9,7 6,0 109,9 +1,2 96,3 -1,2 107,2 40,9 99,9 -0,0 117,8 +2,1 96,2 -1,3
6,7 9,6 8,5 109,3 +1,1 103,2 +,0 93,9 20,8 90,9 =3,1 102,7 +0,3 93,8 -2.1
3,9 5.6 3.9 70,0 -bh 855 -51 11,6 +h4 107,6 42,5 99,1 =0,1 92,0 -2,7
A3 9,9 12,0 104,6 +0,6 112,2 +3,9 88,6 -1,5 99,9 =0,0 92,6 <-1,0112,1 +3.9
5,5 13,6 16,5 140,7 4,6 126,64 48,1 55,3 ~7.1 99,k =0,2 77,9 =3,1125,7 +2,9
T Ak 15,4 17,5 172,1 47,0 132,7 49,9 88,0 -8,8 86,0 =49 82,7 -2, 1142 .S
6,6 8,5 &1 1021 w03 92,2 -27 110,6 +1,3 101,0 40,3 112,9 41,5 932 =23
llh) 4,3 13,0 14,9 127,1 +3,0 118,2 +5,7 60,1 -6,2 129,1 +8.9 76,3 <3,3 152,5 +15,1

g ;l E - o ,‘ -

a) Export weighting, variable from year to year until 1979.

b) Changes relative to EMS countries.

1) + 2) Index of changes in compensation of employees per employee divided by the index of productivity per person
employed; source : SOEC; from 1980 : economic budgets of May 1981.

3) + 4) Exchange rate estimate made in August, 1981, and compatible with pivot rates established on 23 March 1981,
This estimate does not take account of the realignment of 5 October 1981; the shift in effective exchange rates
implied by that realignment appears in table 3 of the Annual Report but since it affects only the last three
months of this year, and that only to the extent that market rates reflect the realignment of pivot rates, only
about one quarter of the shift would be relevant to the above table which shows the annual average for 1981 and
would thus be Little affected if the realignment were taken into account.

Table 5.4
Adjustment of relative chQnges @) in costs and prices in relation to EMS partners
a) Relative change in unit labour costs whole b) Relative change in GDP price; indices in common
economy; indices in common currency currency
Relative level in 1978 Relative level in 1981 Relative level in 1978 Relative level in 1981
(=available margins rela- (=remaining relative margins = available margins rela- (=remaining relative mar-
tive to different base relative to different base tive to different base gins relative to different
periods = 100) periods = 100) periods = 100) base periods = 100)
1 2 3 1 2 3 . 1 2 3 1 2 3
B S G B a5 A A B %
3 17,8 11,4 115,1 13,4 107,2 ‘110,7 105,6 102,5 105,7 973 94,5 97,4
X 102,7 104,8 £102,7 96,3 98,2 96,3 110,2 112,5 110,3 101,1 103,3 101,2
» 99,1 106, 4 103,0 91,2 97,9 94,8 104,0 11,4 107,1 92,5 104,3 100, &
r 92,6 81,1 89,3 103,8 90,9 100,1 92,9 83,3 89,9 102,8 92,2 99,5
WL 77,9 76,8 82,2 97,9 94,0 103,3 82,6 80,1 83,4 9.0 96,0 00,0
1 82,7 8,0 - 8,2 Wk . 92,9 91,6 77,6 2,5 78,0 . 8,3 88,0 89,7
o129 12,7 S 105,1 13,3 103,9 19,1 123,2 116,3 13,9 17,8 m,2
we 7,3 69,8 7.7 116,64 -~ 106,5 118,5 80,1 34 80,6 123,0 12,7 123,8

'i) Export ugighting, vyriable from year to year until 1979 - Source : SOEC; from 1980, Economic Budgets of May 1981; exchange
rate estimate made in August 1981 and compatible with pivot rates established on 23 March 1981. This estimate does not take account

of the realignment of 5 October 1981; the shift in effective exchange rates implied by that realignment appears in table 3 of the

Annual Report but since it affects only the last three m ]
e n onths of this year, and that to the extent that
‘ the real;gn-ent of pivot rates, only‘about one quarter of the shift quld Ge relev:ntogéythe above tagle u;ic:.;:::sr:::sl:::::Ct
b ;:;::g:f ::.;:81 :Qd go:ld trus be Little affected if the realignment were taken into account
nsation 'of employees per employee dividi ] o
o) Chae Tt o oty mployee divided by the index of productivity per person employed.
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Table 5.5
Monetary objectives and outturns
Variables chosen as objectives (annual change in X)

Coun~ -Key variable 19729 1980 1981

try . Objectiws Outturn Objective Outturm ~ Objective  OUtturs in the 12 monthe
. ending in: L L

B TDCE 12.0 (p) 12.4 11.0 (p) 9.5 10.0 (p) 9.6 June

X ICE 9.0 12.9 9.5 17.3 6.0 5.8 . June

» nze 6-9 (1) 6.3 (1) 5.8 (1) L9 (1) &7 (1) b9 July

oR PSCE * 28.9 16.0 19.5 19.3 21.9  May

r s 1.0 14,4 1.0 9.8 10.0 %2 July

IRL PSCE 18.0 19,3 13.0 13.0 15.0 21.3 July

1 TCE ¢ . 18,5 18.6 17.5 18.0 16.0 18.9  aprin

N DK2 @ &5 . 10.8 7.5-8.0 7.6 6.5 Ah duns

X(2) M3 * 8-12 (3) 135 (M) 7-11(5) 16.9 (5) é6-10 16.9 - July .

7-11 (&) 10.8 (4) 7-11(6) 18.5 (6)

* The variables marked with an asterisk (%) are objectives published and having a normative significance.
TDCE = Total domestic credit expansion. DCE = Domestic credit expansion, MZ = Central bank money,

PSCE = Domestic credit extended to the private sector, DM2 = money creation from demestic sources,

(1) Growth between the mean of the last quarter of the preceeding year and of the present year.

(2) Financial year ending in March of the following year, unlesa otherwise indicated.

(3) October 1978/October 1979,

(4) June 1979/April 1980 (at annual rate)

(5) June 1979/0October 1980 (at annual rate).

(6) February 1980/April 1981 (at annual rate).

(p) Forecast,

Table 5.6
Growth of money stock !

d

Broadly defined money stock M2/3, end of year, nnnial percentage change

3]
"

81 82

”0“-2222212.".22.751%15%132 To I I

aftion 9 70 72 73 74 7% 7 77 7 79 - .

11,81 v.B1IxB81 v.81 x.8t

’ 2K (2) 8,2 14,2 13,5 9,0 148 13,6 84 7,8 6,0 27 50 3,9 6,1 5,8 .8

K n2 10,0 11,7 12,6 8,9 251 1,4 9,8 6,7 9,9 109 7 81 9.3 9.0 12,0

D 1)) 10,6 13,9 10,0 8,5 8,6 8,4 11,2 11,0 6,0 6,2 4,5 5,4 5.4 6,1 5,7

oR " 12,9 23,0 14,5 20,9 26,5 26,8 22,7 39,4 18,4 24,7 19,8 22,4 31,7 18,3 19,9

r n2 13,2 18,1 15,0 15,9 18,2 12,9 139 12,2 1k 9,2 13,0 12,5150 14,3 13,0

e u3 9,9 13,1 26,2 19,2 18,9 13,7 16,4 28,9 19,0 16,9 12,0 1'2.'-’46,3)'5.96, 15,9,

1w 13,9 17,7 23,0 15,3 23,5 20,8 21,8 23,0 20,3 12,0 13,1 11,516, 15,9% 16,0

(] N2 8,9 10,6 22,9 20,0 5,7 22,7 3.6 42 2,6 3,6 45 ‘5,2 6.6 8,2 71,9

K N3 5,6 18,8 26,4 10,2 6,5 9,5 10,0 15,0 12,7, 18.6,‘)i0,2 8,511,5 8,5 7,8

(15,65015, 6} .

Cr10(3) n2/3 10,5 16,3 17,5 12,5 13,4 12,9 12,9 13,9 1,9 y10.8 )8,8 8,8 11,2 94 9,9
12,58 % 9.9}

veishted disper-s) 2,0 2,6 5,8 3,6 6,4 4,0 36 b2 &3 ) 2,9 2,8 4,1 2,6 42
{1)Conmiasion forecasts; the figures 11.81, V.81 and 1x.81 indicate the months in which these forecasts were compiled.
(2)For Belgium, the figures for the period 1959-78 refer to the money stock with the main monetary institutions.
(3)The index of the Community money atock was calculated as a weighted geometrical average of the indices (1975»100)

of the money stocks of nine Cbmmunity countries (Luxembourg being excluded). The weighting used is that of

1975 GUP at 1975 prices and purchasing pover parities (see Statistical Office of the KC "National Accounts

ESA 1960-79, Brussels 1981, page 158); the weight of Luxembourg was added to the weight of Balgium, Thia type

of wveighting enaures better comparability of the Community aggregate with the ESA national accounts meries.

(4)In the United Kingdom, the growth in the money stock recorded in the statistics - 12.7 % in 1979 and 1R.6 % in
1980 - was distorted by measures in force in 1979 (the "corset™) and sbolished in June 1980. The figures in
brackets - 15.6 % and 15.6 % - are broadly adjusted for this distortion.

(5)Weighted dispersion EUR-10 = weighted average of absolute deviations of the growth rates of the various
countries from their weighted average.

Because there tas been a shift from bank deposits to Treasury bills in response to a rise in the yield of the Latter, the
September forecasts for 1981 and 1982 relate to M3 (M2 plus Treasury bills). M3 grew in 1980by 16.9%; M2 is expected to

§row in 19810y 3.2 X.




Table 5.7 .
Contribution o
1980: outturns,

- \(:i)"

-3 -

a)

1981-82: Commission estimates ®~:-

r'the”countorparte of the money stock to monetary growth

- as percentage of money stock at the beginning pf each period -~

Coun- Defi- M2/3 end of year
try  naition % per annum

Lending to the pri-
vate sector

.. Lending to the.

public sector

1980 1981 1982 11980 _ 1981 1982 1980 _ 1981

8 i 2,70 6.1 S8 8. 7.4 8.1 13.7 19.8
™ »n 109 93 120 65 6.6 53 102 1.6
) A5 62 . 54 S W 128 122 35 4
6 . M3 2.7 3.7 199 165  T8.8 163 185 2.4
FC(D M7 9.7 150 13.0 118 %7 133 06 2.9
ML M3 169 143 159 140 13,0 131 175 2.9
3 n2/3¢3)12.3 16.7 16.0 13,6 107 - 8.7 103 1.2
M 3.6 68 79 15,6 169 . 168 45 - 3.1
3.8 3.4

(1) The external component includes only the official reserves.

@ 3 186 05 92 2.2 WS 132

‘(2) Financial year.

(3) For 1980, M2 and’ its counterparts; for 1981 and 1982

a) September 1981.

Table 5.8

Margins for price increases and margins for growth in the Community

monetary policy and the growth of incomes - % per annum

1)

External component

Non-monetary lia-

bilities
1982 1980 1981 1982 19801981 1982
18.6 =102 16,1 -13.0 = 8.5 - 5.4 - 3.8
133 6.5 -70 66 =~ = =
3.3 =15 +15 34 - 92-123 124
15.6 = 5.0 =7.0 =87 =54 -39 =34
2.8 20 ~15 =980 - - -
21,6 -10.8 =192 =177 =42 =17 =18
9.8 ~23 -0 0.0 =~7.0=k6 -2
00 -3.9 09 5.5 ~12.6 -143 -%.3
-5 ~2.2 -22-19 -1

0.0 =~ 5.3

M3 and ‘¥ts counterparts.

reeulting from the interaction of

70 2+ 75 26 722 8 19 8 8 82, 82
66 70 73 7 75 76 77 B 7% 8% &Y ;>
1. Margine for price increases = money 5,5 10,8 13,1 14,1 8,4 9,5 10,0 9
N supply per unit of real GDP (1=10:7) ! ' ’ ’ ’ ! v %A e 8 6,0
2. Margins for growth = ratio of money . i
?;pply to g§it labour costs (2) 58 7,1 -0,2 -4,0 50 2,3 47 3% -1,3 0,5 1,7 4,5
= 10 ¢ .
]
3. Liquidity ratio (3 = 10: 9) - 4,2 3,2 1,2 0,0 -1,8 -0,6 +1,0 - g - -
4 Divergence between real per capita wages 0.1 0.6 ’ ! ' ! ’ % 2,0 16 1,5 1.3
* and productivity (4 = 8 : 6) i 40, 312 42,6 -1'9‘ -0,7 -0,5 -0,8 o,4 0,6 -1,3 -=2,0
5. Structural factor (5 = 3 : &) +1,1 +2,6 21,9 -2,6 40,1 +0,1 +1,0 0,2 =2,4 1,0 =-0,2 0,7
g- gnplag;.:;r_(gf)l:; = 8:4) b,2 7,4 11,7 14,2 10,4 10,2 8,9 10,2 11,6 10,0 9,8 7,4
. Rea = 2:5 46 B4 1,8 .1,5 5,0 2,2 3,1 3,3 1,1 ~0,5 2,0 3,8
8. Unit labour costs (2) 4,3 8,0 15,3 17,2 8,3 9,5 8,6 9,3 121 10,7 84 53
9. Nominal GDP (9 = 6 x 7) 9,0 12,1 13,7 12,5 15,9 12,6 12,3 13,8 12,8 95 12,0 115
10. Average money stock (M2/3) (3) 10,3 15,7 15,0 12:5 13:7 12:0 13:k 13:1 10,6 11,2 10,3 10:0
11. Money stock at end of period (M2/3) (3) 10,3 16,7 12,8 13,2 12,8 12,7 13,5 12,1 10,5 10,6 10,2 9,4
{1) 1980-82 September 1981 economic budgets data, EUR-10

1960-79 = ESA National Accounts, aggregates, 1981, EUR-9

a) Commission estimates (September 198%)
b) Purely illustrative hypothesis

(2) Compensation of employees per employee divided by total productivity per person employed

(3) The method of aggregation used in this table is consistent with that used for the aggregation of real sector variables:

1980-1982 : weights based on GDP of the previous year at current prices and 1980 exchange rates,
1960-1979 : weights based on 1975 GDP at purchasing power parities of that year.



Table 5.9

T

Real long-term interest rates and their interrelationship with certain macro-economic variables

61-70 . 1975 1978
average

a) :Real'lqhé;feiﬂ’intéfééi:fiigén: i“é.aﬁ’,

1980 1981 $1-70 1975 1978 1980 1981

average .
b) —Rewt-wage positionj .

em——2ndices: = _1961-70 average = 100

B + 3,2 - 34 + 3,3 + 5,6 « 7,1 100,0 116,6 119,6 122,21 123,54
4 + 2,1 1,7 + 6,2 + 6,2 + 9.4 100,0 11,1 101,8 102,3 103,0
b + 4,0 + 2,5 + 2,5 + 3,0 + 5,2 100,0 110,5 106,9 107,0 106,7
r + 2,2 - 1,4 + 0,9 + 0,9 +2,7 . 100,0 107,1 108,2 107,8 107,7.
IRL - + 0,7 +1,3 + 0,9 +1,6 .100,0 108,2 02,9 115,3 112,9
1 + 2,6 - 5,8 - 0,5 - 3,5 - 0,9 100,0 117,8 17,5 15,4 118,0
[ 1% +1,3 - 0,6 + 3,1 4,2 + 5,2 100,0 115,3 11,2 112,4 109,9
UK + 2,8 - 5,2 + 1,5 - 1,6 + 3,8 100,0 116,4 104,8 109,3 108,0
CE + 2,9 -18 + 1,6 + 0,7 ¢+ 3,4 100,0 112,5 109,1 109,6 109,3
¢) General government borrowing requirement d)  Balance of payments on Surrent
as ¥ of GDP account as ¥ of GDP

B, -1,3 - b4 _g,0 - 9,1 “12,4{ +06 -0,2 -1,6 ~-52 = 7.2
DK + 1,4 - 1,9 - 2,2 - 6,1 - 9,8 - 2,3 - 1,5 - 2,7 3,8 -~ 3,3
D + 0,6 - 5,8 - 2,7 - 3,5 - 4,0 + 0,7 + 0,9 +1,b -1,8 - 1,4
r + 0,4 - 2,2 - 0,8 + 0,4 -21: +0,2 0,0 +0,6 '~ 1,4 - 1,4
IRL - 3,5 -12,8 ~14,3 -13,1 -1%,3 - 2,5 - 0,2 -2,4 -8,3 -14,8
1 - 2,2 -11,7 -9,7 - 7,8 - 9,0 +1,8 - 0,2 + 2,6 - 2,5 - 2.3
nL - 0,9 - 2,2 - 2,3 - 5,7 - 4,1 0,0 + 2,5 -0,9 -14 + 0,8
X - 0,7 - 5,0 - 4,3 - 3,5 - 2,2 - 0,1 - 2,2 +0,2 + 1,2 + 1,2
CcE - 0.4 ~ 5,6 - 4,0 - 3,5 - 4,4, + 0.4 - 0,1 +0,7 -1,4 -1,2
(a) Yield of public sector bonds, real rates calculated using a 25-month moving average

-of consumer price indices; for 1981 H

average of interest rates in the first half of the

- —m waso

year, real rates calculated using ¥orecast private consumption deflators, average of annual

rates for 1981 and 1982,
(b) Index of compensation of employees

ded by productivity adjusted for changes in the terms of trade; source: SOEC and economic budgets

of May, 1981.

per employee adjusted by private consumption deflators, divi=-

(e¢) and (d) Source: SOEC and economic budgets of §ebtenberv1981.

~l-



6.1

5¥\Budgetary policy

In most countries the thrust of budgetary policy in 1980 and 1981 has been
aimed at reducing budget deficits over the mecium-term and at giving support
to anti-inflationary monetary policy. Thus measures to restrain expenditure
or increase tax rates are Limiting the increase in budget deficits in 1981
to an amount equal to 0,9% of Community GDP, whereas otherwise the deficits

could have risen by more than twice as much under the combined impact

of weak economic activity and rising interest payments. In 1982, government
attempts to compress deficits are Likely to be reinforced in a number of
countries, but in others discretionary policy may swing into a more expan=—
sionary posture. For the Community as a whole discretionary policy will be
slightly less restrictive than in 1981, but the overall budget deficit in

the Community should be reduced by about 0,2% of GDP as the impact of the
recession on government finances recedes somewhat . Slightly increased reliance
has been placed on non-monetary financing of deficits in 1931; such reliance
will probably be maintained in 1982. The interplay of policy changes and the
movement of the economy in 1981 is reflected in a rise in the ratio of transfers
and interest payments to GDP, while government final expenditure as a proportion
of GDP is rather stable and tax pressure rises. These results continue a longer=
term trend for government's role as redistributor, rather than final user, of
income to expand. In 1982, tax pressure could increase further but the proportion
of GDP taken up by final government expenditure could fall back.

6.1 Budgetary developments in the cycle: 1978-82

The likely resumption of a moderate growth of output in the first half
of 1982 will complete a somewhat atypical cycle of three-and-a-half years length
which began in the second half of 1978 with an upswing which was cut short by
the oil-price shock. The stance of budgetary policy in the Community is, however,
substantially different now as compared with the period at the outset of the

1978 upswing.

Then, budgetary policy had been supportive of activity in a number of
Wember countries. Further, the Concerted Actjon Decision of 24 July 1978 was
aimed at significantly increasing budgetary support to economic activity,

especially in the Federal Republic of Germany, the United Kingdom and France.

The effects of measures resulting from the decision of 24 July 1978 bore
mainly on 1979. But during the course of 1979 the drastic change in the economic
climate brought about by the oil price shock was accompanied by a shift to a
more restrictive stance of budgetary policies in a number of countries, offset-
ting the global effects in 1979 of policies introduced in 1978. Thus for the
Community as a whole the main net outcome for 1979 was a restructuring of

government budgets: the pressure of taxes and social security contributions

as a percentage of GDP was little changed, but with a switch away
from direct taxes, while the volume of government current consumption
as a percentage of real GDP and the share of current transfers to

households in nominal GDP both fell. The net borrowing



03

6.2

of general government (henceforth referred to as the 'budget deficit")
in the Community declined from 4,0% of GDP in 1978 to 3,6% of GDP in
1979 (Table 6.4). Relatively rapid economic growth in 1979 tended to
increase tax receipts, and falling unemployment to reduce the growth in
payments of unemployment benefits, in the Community as a whole. Among
Member States (Table 6.1) the budget deficit indeed rose in the Federal
Republic of Germany and declined in Ireland and Italy, as foreseen by
the Council Decision, but rose in Denmark, Belgium and the Netherlands,
countries in which the Decision had sought efforts to curb the growth

in current spending.

In most member countries budgetary policy in 1980 was aimed at
reducing or at least restraining the general government deficit as a
percentage of GDP. In consequence, programmes of expenditure reduction
or restraint, sometimes supplemented by tax increases, were announced in
a number of countries. In some instances (notably Belgium and Italy)
political or administrative difficulties prevented the full implementa-
tion of‘programmes of restraint of expenditure. Other countries experienced
difficulties in the areas of public sector salaries (Ireland, the United
Kingdom) and of expenditure only indirectly controlled by central govern-
ments (Denmark, United Kingdom). In addition, announced programmes of
restraint were in some cases modified to provide support to particularly
hard-hit sectors, notably the construction industry (Denmark, Ireland,
the Netherlands), and to stimulate private investment through subsidies
and incentives. Nonetheless, tax pressure rose in 1980 (to 40,3% of GDP) and the
volume growth of current expenditure was reduced from its 1979 rate. Against
this, the recessjon in economic activity worked to reduce tax revenues
and swell current transfers, particularly unemployment benefits. Moreover,
high nominal interest rates jncreased the cost of servicing public debt.

For the Community as a whole (see Table 6.2) a very slightly reduced general
government deficit as a percentage of GDP resulted, with a substantially lower
deficit in the United Kingdom (though still not as large a reduction as

originally planned by the Government) and in Italy and even a small surplus

'in france exactly offsetting deteriorations elsewhere, particularly in

Belgium, Ireland and Denmark.
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Policy changes in 1981 again are having the effect, other things
equal, of tending to reduce deficits, reflecting a desire in a number
of countries to steer as close as possible to medium-term targets for
budget deficits and to concentrate on structural rather than on tradi-
tional "demand-management" policy measures. This is particularly true
of the Federal Republic of Germany, the United Kingdom and the Netherlands.
In Belgium and Ireland the avowed aim of governments to restrict deficits
reflects more urgent worries about growing public sector indebtedness
and balance of payments deficits, but again political factors have pre-
vented effective restraint in 1981. In Denmark the balance of payments
deficit is also a major preoccupation, but the effort of budgetary restraint

which bore some fruit in a reduced current deficit in 1980 appears to have

béénlsdméhﬁafihéékénedvi571981.

For the Community as a whole, government consumption is forecast
to grow by 1,5% in volume, a rate of growth probably below what might
be expected to be its trend rate even given worsened medium-term prospects
and, in some countries, an intention to reduce the share of expenditure
accounted for by the public sector. Similarly, whereas the share of social
benefits in GDP increased by about 2 points in the deep recession year of
1975, the increase in 1981 is expected to be about 1/2 point, the difference
being considerably bigger than is explained by the somewhat smaller in-
crease in the unemployment rate in 1981 as compared with 1975. Further,
the need to limit the expansion of deficits has, at least in part,
frustrated the desire of governments to avoid increases in tax pressure
as measured by the share of taxes and social security contributions in

GDP (see section 6.3).

On the basis of announced policies, 1982 is also likely to be a
year in which a desire to restrict or reduce budget deficits is, in
many Community countries, the strongest influence on budgetary policy.
In France and Denmark, however, concern about the implications of unemploy-

ment is leading to a change of targeted budgetary stance.
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6.4

Deficits are likely to fall as a percentage of GDP in Germany, Belgium,

the Netherlands, Ireland and the United Kingdom, to be Llittle changed in Italy,

and to increase in Denmark, Luxembourg and France. Gross

saving will remain substantially negative in Belgium, Denmark, Ireland
and Italy, but only in Denmark would this be the case if net interest
were excluded (see box on budgetary developments in individual countries).
For the Community as a whole, general government budget deficits in 1982
may be reduced somewhat as a percentage of GDP (to 4,2% of GDP), measures
of budgetary restraint just more than offsetting the effects of rather
modest growth in output and a continued rise in unemployment (Table 6.1).
Net of interest, the budget deficit as a percentage of GDP could decline
by a slightly larger amount, being reduced to 1,1% as against the 1,6%
likely for 1981.

In sum, the traditional counter-cyclical role of budgetary policy
has been, in the Community as a whole, severely circumscribed during the
present cycle. The consequences of an emphasis on monetary control and
on medium-term policy objectives (in which the adjustment of external
imbalances is also an important factor for certain member countries) have
in many Community countries ruled out discretionary budgetary action in
response to the weakness of activity and employment in the Community
economy. Further, to the extent that such weakness could be ascribed to
poor competitiveness, structural maladjustment and a shortage of profit-
ably utilizable capital, budgetary stimulation of demand would be inappro-
priate even without taking monetary repercussions into account. This draw-
back would apply as much to the "automatic stabilizers'" as to discretionary
stimulation of demand and would imply that an increase in budget deficits
brought about be the "automatic stabilizers" might not be easily reversible.
The operation of these mechanisms would in such circumstances pose a
threat to the attainment of financial plans involving medium-term reductions

in budget deficits.
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6.5

These considerations mean that it is difficult to divide changes in
budget deficits into conventional "automatic" and "discretionary' components.
However, it is still clearly of interest to examine the effect that varia-
tions in output and unemployment, whatever their causes, have on the budget
deficit. For this purpose, a trend rate of growth for the Community economy
has had to be assumed and thus the calculations have something of an illustra-
tive nature. Ihe rate chosen from 1974 onwards is 2 1/2% a year; this corre-
sponds to estimates prepared by the Commission services using capacity utili-
zation data from the EC business surveys (see Annual Economic Review 1980~-81
pp. 1.9 and 1.10). The effects of changes in net interest payments are shown
separately, so that "discretionary" changes (identified with the residual
change shown in Table 6.3) in budget deficits are taken to mean changes in
effectiveratesoftaxandtransfers,excLudingnetinterestpayments,andchangesin

the ratios of government consumption and capital formation to trend GDP.

The calculations suggest that whereas following the first oil-price shock
discretionary budgetary policy tended to increase budget deficits in the
Community, the reverse has been true after the second oil-price shock. In
particular, "discretionary”changes in 1981, a recession year, would have
reduced tHe budget deficit by an amount equivalent to 1,2% of GDP in the
absence of the deficit-increasing "automatic" effects of changes in economic
activity and the effects of increased net interest payments. The comparison
of 1981 with 1975 points up the seriousness of the constraints on budgetary

policy which arose or were perceived between the two episodes.

For 1982,"discretionary'’ changes are smaller than in 1981, and more than
offset ''automatic" and interest payment effects so as to produce a reduction

in the actual deficit.

6.2 Longer term budgetary trends

The previous section analysed recent changes in general government budget :
deficits explicitly in terms of "discretionary' and other changes. The present
section examines changes in budget deficits in the Community, over a Longer

period, in terms of the development of the major budgetary aggregates.

e -



It is first of all noteworthy that gross saving of general government
in the Community has tended to deterijorate more rapidly than the overall
budget deficit from a substantial 5,5% of GDP in 1970 to ~0,4% in 1981. Capital
outlays (capital formation plus capital transfers) have declined fairly
steadily as a proportion of GDP (Table 6.4). Government capital formation

has declined steadily (with 1974 and, to a lesser extent, 1980 being exceptions).

Within the current account of general government, total taxes and social
security contributions rise from 35,7% of GDP in 1970 to a forecast 41,1% in 1982.
A particularly sharp rise in tax pressure, thus defined, took place between
1972 and 1977. Since 1977 the rise has been more restrained but nonetheless
evident, especially in 1980 and 1981. Governments in a number of Community
countries have seen a reduction in tax pressure as a desirable aim, other
things being equal, but a perceived need to counter "automatic' increases in
budget deficits and, particularly in the case of Denmark, the policy priority
of correcting an external disequilibrium have up to now frustrated this
desire. For 1982, however, a small reduction in tax pressure in the Community
is forecast. Among countries, the rise in total tax pressure over the period
was strongest in the Netherlands and Belgium, while the United Kingdom, at the

other extreme, showgd Llittle change. ~

Social contributions have been the fastest-growing elements of tax and
parafiscal charges, especially in the Netherlands, where such charges reached
20% of GDP by the beginning of the 1980's. With an unchanged régime, the
elasticity of contributions with respect to GDP might be expected to be close
to or below unity: the rise in the ratio of contributions to GDP over the
period probably represents attempts to balance the operations of social
security funds in the face of strongly-rising social benefits, especial-

Ly in Denmark, Belgium, France and the Netherlands.

Such benefit payments have increased from 14,3% of GDP in 1970 to 20,2%.in 1981.
The increase results from a combination of factors: rising unemployment, and
at least until the later 1970s, a growing number of pensioners, improved
eligibility conditions and increased real benefit rates. The slight fall
in the ratio in 1979 probably reflects the fact that the fall in unemployment
in that year, although small in total, was concentrated among males. The

stability of the ratio in 1980 and the relatively small rise in 1981 compared
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with 1975 (despite strongly rising unemployment) are evidence of
measures in a number of countries to restrict eligibiltity and/or reduce
real rates of benefit per recipient. In 1982 it is forecast that, with

a slower rise in unemployment, these measures will help produce a fall in the ratio.

The period between 1972 and 1977 saw a rise in the ratio of direct
taxes to GOP from 10,4% in the former year to 12,6% in the latter. This rise
was primarily brought about through the workings of fiscal drag during a
period of rapid inflation. Only in 1972 and 1975 did the share of direct
taxes in GDP fell slightly, years in which cuts in direct tax rates (before
the effects of fiscal drag are considered) were made in response to weak
economic activity. However, schemes of at least partial fiscal indexation
were introduced in a number of countries towards the end of this period. In
combination with reduced inflation in 1978 and 1979 these schemes reduced
the effects of fiscal drag in those years, while direct tax rates were reduced
in a number of countries in attempts either to support activity or to re=struc-—
ture the tax burden. A reacceleration of inflation in 1980 and policy changes
in a number of countries led to a further rise in the ratio. Little change
js in prospect for the Community as a whole in 1981 and 1982. Among the
member countries, however, the direct tax ratio rises quite sharply in Denmark

and the United Kingdom.

Indirect taxes tended to fall as a percentage of GDP during the first
half of the 1970's, excise duties being generally non-indexed. The fall at
the Community level in this period mainly resulted from developments in Italy
and the United Kingdom. In 1976 and 1977, however, indirect tax rates were
increased, along with the tax burden as a whole, as part of discretionary
moves aimed at reducing budget deficits. Since then they have continued to
increase,most noticeably in the United Kingdom and the Federal Republic of
Germany, bearing the weight both of effects to restructure the tax burden or,
as in 1980 and 1981, to restrict the growth of deficits while increasing the

direct tax burden as little as possible.

On the expenditure side, government consumption, as a percentage of
GDP, has tended to rise in years of low or negative growth (1972, 1974, 1975,
1980, 1981) and to fall in years of rapid growth (1973, 1976). The ratio fell,



and shift more of it onto their own direct employment outlays.
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however, in 1977, and rose slightly in 1978 and 1979, years when private
domestic demand was already rising guite strongly. Over the period as a

whole the trend in the ratio was upwards (but it is expected to fall back somewhat in
1982). Until 1975, an increase in purchases of goods and services and in
consumption of fixed capital was the biggest factor in the rising share

of government consumption. From 1977 to 1980, however, these elements of
government consumption fell back as a share of GDP, while compensation

of employees was on a rising trend. The forecasts for 1982 are based on

the assumption that governments will seek to reduce the burden of expenditure

restraint on private sector suppliers,on whom it has tended to fall so far,

The proportion of other current outlays (almost exclusively interest
payments) in GDP more than doubled between its 1970 level and that forecast |
for 1982. The increase is even more marked in Denmark, Belgium and Italy.
A rising cost of debt service, as a proportion of GDP, does not necessar1ly
imply a consistent rise in the ratio of general government debt to GDP,
since a major reason for the increased cost of debt service has been an

inflation premium in interest payments on nominally-fixed debt.

On capital account, gross capital formation by general government has
declined markedly as a proportion of GDP over the period since 1970; only
in 1975, when the denominator of the ratio fell sharply, was there any clear
break in this trend, which is forecast to continue in 1982. Governments faced
with budgetary constraints find it easier to prune capital expenditure than
90vernment consumpt1on both because d1screte cap1taL expend1ture prOJects
are eaS1Ly sheLvabLe and because such prunwng is felt by the pr1vate sector

rather than by public sector employees.

Net capital transfers will be at a similar level, as a proportion of
GDP, in 1982 to their level in 1970. The ratio rose in 1975, as governments

strove to mitigate through grants the collapse of investment, but fell in 1981

despite some probable element of subsidies to "crisis" sectors, although
this is difficult to identify.
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The forecast and assumed or declared monetary policy targets for
1982 would allow room for monetary financing slightly lower than
the 3.0% of GDP estimated for 1982 (with wide differences among Member
States, to some extent depending upon differences in definition of the
monetary aggregates). The total net borrowing requirement is expected
to decline from 6.1% of GDP in 1981 to 5.2% and non-monetary financing
could thus be expected to draw slightly less upon financial markets

in 1982 than in the previous year (Table 6.5).



(1)
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Major budgetary policy developments affecting 1981 and 1982 in the Member States

The 1981 draft budget for Belgium was first outlined in August 1980. The
1981 central government borrowing requirement was then estimated at 6,4%

of GNP as against 7,3% in 1980. In October, the new Government's program-
me included plans to counter tax avoidance, to implement higher VAT rates
and excise duties and to increase effective tax rates on married couples,
to stimulate construction activity and employment in small firms. In No-
vember an additional VAT surtax on luxury goods was introduced. In December
eligibility of young persons for unemployment benefit was restricted. In
March a number of planned measures designed to produce budget savings in
1981 equivalent to about 1% of GDP were announced, so that the budget defi-
cit should not rise as a percentage of GDP. However, the implementation of
the programme encountered serious difficulties. Further, slippage in the
current account of the central government has been very considerable. Com-
mission forecasts indicate a central government cash deficit in 1981 equiv-
alent to13,04 of GDP (9,3% in 1980). On 6 August the former government decided
on a number of measures to be included in the draft budget for 1982, which
was due to be tabled at the beginning of October. A central government
current deficit of FB 201 200 million and general government net borrowing

of around FB 455 000 million (12,1% of GDP) was envisaged. Increases in taxes
would bring in an additional FB 43 900 million and expenditure plans would

be reduced, although complete details of the expected savings (mainly in the
fields of public administration, education, social security and subsidies

to public utilities) were not available.

In Denmark, measures to aid construction activity were taken in October 1980.
The central government budget for 1981, adopted in December 1980, involved
an estimated deficit equivalent to 5,1% of GDP, against a then-estimated

deficit of 4,5% of GDP in 1980. In the Spring of 1981 the national pay
agreement involved somewhat higher pay increases in the public sector than
in the private sector. The conditions for pursuing the pluriannual
programme in 1982 were also agreed in May by a majority in Parliament.

With a view to reducing the external disequilibrium, cutting unemp loyment
and slowing expenditure growth, the employment and business programme was
to be continued at its 1981 level (yearly outlays equivalent to 1,4% of
1981 GDP), there was to be no real increase in non-cyclical central expend-.
iture and a Limit of 1,6% in real spending (excluding spending on energy
supply, on the establishment of public transport and on certain job-creat-
ion measures) by local authorities. It was furthermore agreed that
indirect taxes were to be increased. Current Commission forecasts put

the central government cash deficit in 1981 at 7,5% of GDP, against 4,6%

in 1980. The draft central government budget for 1982 envisages a further
increase in the cash deficit, to about 8 1/2% of GDP, in 1982.

Measures to reduce the income tax burden and improve certain social benefits
from 19871 onwards were approved in the Federal Republic of Germany in July
1980 (estimated budgetary cost equivalent to 0,8% of GDP in 1981 and 1% of
GDP in 1982). In December the Federal budget proposal for 1981 was released.
It involved a total increase of nominal expenditure of only 4,3% and a net
Federal borrowing requirement equivalent to just under 1,8% of GDP, very
slightly lower (as a percentage of GDP) than the outturn then estimated for
1980. In March 1981 excise duties on oil products and alcohol were raised.
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In May, a supplementary Federal budget was introduced to meet the forecast
rise, as a result of worse-than-expected unemployment, in the financing
needs of the Federal Labour 0ffice (to about 1/2% of GDP). Further, the
recession in activity led to a reduced estimate of tax revenue in 1981.
current official estimates suggest that Federal government net borrowing

in 1981 will amount to 2,2% of GDP as against 1,8% originally planned.

The preliminary draft Federal budget for 1982 envisages cuts in subsidies,
tax allowances and public sector wage increases so as to reduce the Federal
borrowing requirement from DM 34 000 million in 1981 to DM 26 500 million
in 1982.

The most striking development in budgetary aggregates in Greece in 1981 has
been a very substantial increase in central government capital outlays,
both on investment and, more particularly, capital transfers. Earthquake
relief expenditure early in the year was partly responsible for this. Direct
tax rates were also reduced, however, and while the very large firstquarter
borrowing requirement of central government was undoubtedly swollen as a
result of the earthquakes, the total for the year is likely to exceed the
3,2% of GDP earlier forecast. For 1982 it is the intention of the present
government to reduce the central government borrowing requirement as a
percentage of GDP, but because of elections in autumn it may be the begin-
ning of 1982 before a draft budget for that year is presented.

In France the 1981 draft budget was introduced in September 1980. It featured
a tight squeeze on public expenditure, but more aid to investment and the
creation of a counter-cyclical investment reserve. In October, public enter-
prises' investment programmes were adopted for 1981: they implied no volume ¢
change from 1980. Over the following few months a number of expenditure in-
creases were announced involving improved social benefit rates and conditions,
agricultural income-support, subsidized investment Loans, labour market
measures and civil service salaries. Following the change of government in
mid-year social benefits were increased, employers' social security contribu-
tions were reduced, the anti-cyclical investment fund was activated (50 000
additional housing starts being aimed at), and a first step in increasing
public sector employment (by 54 000) was desided. The government expected
these measures to be financed in part through stronger economic activity (and
hence higher tax receipts), in part by a surtax, a levy on banks and oil
companies and a tax on the outgoings of Llarge companies. On the basis of the
macroeconomic assumptions of the original Finance Law, the central govern-
ment cash deficit for 1981, was not expected to exceed the figure of 57 000
million FF €1,89 % GDP) laid down in the original lav, as amended by the '"loi
rectificatif". However, activity has been weaker than assumed in the originat
Law and the outturn for the deficit is Likely, on Commission estimates, to

be very slightly higher. The draft budget for 1982 foresees a central govern-
ment cash deficit of 95 400 million FF; tax pressure would be increased slight-
slightly while expenditure increases would be concentrated on employment-
support measures (including the creation of new public service jobs) and on
stimulating investment. On 7 October a freeze was announced on public invest-
ment of 15 000 million FF in 1982 as part of an effort to avoid expenditure
overruns.

The budget deficit foreseen in the original 1981 budget in Ireland is Llikely
to be considerably exceeded as a result of the introduction of new housing
and food subsidies, of civil service pay increases, of the deferring of
increases in public transport fares and electricity (all in the spring) and
of increasing housing grants and education grants to students immediately
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after the election. On 21 July the new government introduced a package
of corrective measures involving cuts in public expenditure (partly
offset by some increases in social welfare payments), increases in tax-
ation (in particular excise duties and VAT), and the implementation of
the previously postponed rises in electricity and public transport
charges. The measures are officially forecast to reduce the Exchequer
Borrowing Requirement (EBR) in 1981 from 20% of GDP to 16 1/2%, still
considerably higher than the original 1981 budget estimate of 13% of
GDP. The government has also reaffirmed its intention to eliminate the
current budget deficit (now officially forecast at 8% of GDP in 1981)
over a period of four years. Further, the Government is committed to pro-
viding subsidies, to restricting the coverage of indirect taxation and
to reducing the burden of direct taxation on the average worker.

Following the installation of a new Government in Italy in October 1980,
the Prime Minister (Mr. Forlani) emphasized the need for a stabilisation
of public finance, and a package of budgetary measures, including higher
VAT rates, higher advance payments of income taxes and increased fuel
excise duties, was adopted. Soon afterwards, fiscalization of employers’
social security charges was extended to mid=1981 and a credit line was
opened to assist earthquake victims. Following the devaluation of the
Lira in March 1981, the government announced its intention to cut public
expenditure by LIT 5 000 billion so as to bring net domestic borrowing

by the broadly-defined public sector down to the LIT 37 500 billion

(9,4% of GDP) announced in the Relazione Previsionale for 1981. At the
same time the Government approved a three-year plan (1981-83) involving a
reduction in current expenditure in each year equivalent to 1% of GDP,
balanced by an equal increase in capital spending. In July there was ap-
proved a budget-amending bill aimed at giving effect to these targets.
That the target for 1981 should be met was also stressed in the Commission's
recommendation of 22 July to the Italian government.

In the Netherlands, the draft budget for 1981 was first presented on 16
September 1980. It foresaw a central government cash deficit equivalent to
4 1/4% of net national income (5% in 1980) and general government net
borrowing equivalent to 5 1/4% of net national income, against a then
estimated level of 6% in 1980. A slight increase in tax pressure was im-
plied, mainly a result of an increase in some VAT rates. Savings of about
1% of GDP were to be sought in social transfers and public consumption,

but an extra 0,2% of GDP was to be spent in assisting housebuilding and
employment. In October investment subsidies were increased and in November
a number of measures were introduced, in the context of the incomes policy,
to give tax reliefs to low income families and to assist housebuilding,
regional development, employment, exports and the financial position of
firms. As the deterioration of the economic position worsened, it became
clear that the planned deficit would be exceeded. In the first few months
of the year measures were introduced aimed at making substantial savings

in the areas of civil service salaries and recruitment, social security,
and departmental expenditure and at increasing revenue from fuel excise
duties. In the spring, however, some increases were made in allowances to
low=income families, housing construction was subsidized and full indexation
of civil service salaries (with effect from 1 July) was restored. Notwith-
standing the expenditure cuts, the central government cash deficit for 1981
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is Likely to rise to nearly 6% of net national income. In September the
draft budget for 1982, prepared by the outgoing government, was submit-
ted. It foresaw a central government cash deficit equivalent to 5,5%

of net national revenue. The net borrowing of general government in

1982 was put at 6 1/2 of net national revenue (7 3/4 to 8% in 1981).

The tax burden in 1982 would remain unchanged and expenditure savings
would be made in the areas of social security and public sector salaries.
Some additional expenditure to support industrial activities was
included.

Simultaneously with the presentation of the draft budget for 1981

in July of last year, the Government in Luxembourg reduced income

tax rates, improved eligibility for unemployment benefit and increased
appropriations for the restructuring of industry. The budget was
amended in November to take account of the steel industry aid pro=
gramme (investment subsidies, contributions to social expenditure

and participations in certain other costs of the crisis), estimating
the 1981 expenditure increase at 11,8%. In February 1981 changes in
the income tax regime reduced effective rates, and in April certain
social benefits were increased. In May further aid was granted to the
special work schemes in the steel industry. General government net
borrowing in 1981 is nowu estimated by Commission services at 3.0% of
GDP.

Towards the end of 1980 it became clear that the Public Sector borrowing
Requirement (PSBR) in the United Kingdom was likely to overshoot the
1980-81 target considerably, partly because of a deepening recession

and partly because of difficulties in keeping within the planned level
of public expenditure. In response to these problems, in November 1980,
the authorities announced a set of measures for the financial year 1981-82,
including increased social security contributions and a supplementary

oil tax, and adjustment to expenditure plans, which aimed at reducing the
1981-82 PSBR below what it was otherwise forecast to be. Furthermore,
in order to strengthen the authorities’ control of expenditure, a 6% cash
Limit was announced for pay provisions for a number of groups of workers
in the public sector. In addition to the November measures, the Budget
for 1981-82, presented in March, involved a further increase in the
burden of taxation, namely an increase in the effective rates of income
tax (by permitting no adjustment for fiscal drag), substantial increases
in excise duties, and a new tax on bank deposits. The volume of public
expenditure was foreseen to remain unchanged between 1980-81 and

1981-82. Taken together the measures sought to bring the PSBR for
1981-82 closer into line with that allowed for in the Government's Medium
Term Financial Strategy, published in March 1980, which set out the
authorities' intentions with regard to public expenditure and borrowing
up to 1983-84. The official budget estimate put the 1981-82 PSBR at

UKL 10 600 million (4 1/4% of GDP). The latest Commission forecast
suggests that the outturn will be UKL 11: 200 million. In July a

package of measures, including extensions of existing measures was
announced with the aim of reducing unemp loyment. The additional cost

of the measures (to be met from the contingency fund) is put at

UKL 150 million in 1981/82 and UKL 320 million in 1982/83.
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Table 6.2 D

Income and outlay transactions of general government, EC total
'000 million ECU

1980 % change 1981 (2) % change 1982 (2) % change

from 1979 from 1980 from 1981
Indirect taxes 275,3 16,5 305,3 11,7 340,4 11,0
Direct taxes 249,2 17,5 276,8 10,3 311,5 13,3
Social security contributions 287 ,4 14,6 320,6 1,5 358,7 12,0
Other current receipts
(excluding interest) 46,5 15,1 50,5 8,6 57,3 13,5
Interest received 20,6 21,9 25,6 24,6 29,6 19,7
Total current resources 878,9 16,2 978,8 11,4 1095,0 12,6
Current transfers 416 ,4 13,0 477,7 14,7 536,6 12,3
Other current outlays 70,0 27,5 87,8 25,5 106,38 21,6
Government consumption 376,7 18,0 422,8 12,2 465,8 10,2
Total current uses 863,1 16,2 988,3 14,5 1109,2 12,2
Gross saving 15,8 -9,5 -6,7
Net capital transfers 20,7 13,0 19,8 -4,3 21,4 8,1
Gross capital formation 65,7 13,1 69,1 5,5 75,3 9,0
‘Net lending (+) or borrowing (=) -70,6 -98,4 -103,4
Net lending or borrowing net - - _
as % of GDP 3.3 b4 4,2
Net lending or borrowing -1,0 -1,6 -1.1

’

less net interest payments
as %4 of GDP

(1) National accounts definitions.

(2) Estimate.
(3) Forecast.

Source: Estimates of Commission services.
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7. Employment and Unemployment

Labgur market. developments in 1980 and 1984 have been dominated by the |
coincidence of high labour force growth due»to adverse movements in demographic
trends and Low employment growth because of the recession in demand and output.
_In the last two years unemployment has accelerated sharply to reach record
Levels as increasing numbers of young people and women came on to the Labour
market, swelling the number of people looking for work, while employment growth
slumped in the wake of the new oil price rise in 1979 and the number of available
jobs actually declined. For the next year, unemployment will

continue to rise, albeit at a slower rate; employment growth will continue to
be negligible and the main impact of the upturn in activity will be a much
faster rate of productivity growth. Labour market policies aimed at specific
groups and regions have played an increasingly important role in response to the
problems raised by changes in the structure of unemployment, with

aunemployment being disproportionately concentrated on young people, women and
older workers. The cost of unemployment affects both workers and governments
directly. For an average production worker who begame unemployed, unemployment
pay in 1979 averaged 60 per cent of his previous net earnings if he was single,
66 per cent if he was married with two children. This 'replacement ratio’
varies between countries and can be as high as 85 per cent or as low as 32 per
cent; it is lLikely to be higher for Low-paid workers than for the average
worker. Because of tax losses, the direct cost to the government of ah un-—
employed worker is of the same order of magnitude as his gross earnings.

7.1 Labour market trends and prospects

" The Community's Laboutr markets at the beginning of the 1980's are
characterised by high rates of expansion of the labour force, extremely Low
rates of growth of employment, and consequently, high and rising rates of
unemployment. In the 1970's, labour supply growth tended to exceed the growth
of new jobs, and each cyclical peak in economic activity lLeft the total rate
of unemployment temporarily stabilized but higher than the previous peak. In
the last two years, moreover, the rise in unemployment has accelerated: from
an average of 5,5% in 1979 it reached 8,3% by August 1981 for the Community

as a whole,

In the first oil price shock recession, unemployment increased sharply
in the face of the slump in output and demand, only stabilising in the 197&-
1979 upturn, when GDP growth reached some 3 1/2% on average for the two years.
Since the end of 1979, with a new fall in the rate of growth of output,

the rate 6f unemployment has again increased rapidly. The majority of this
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increase has taken place in the last half of 1980 and the first half of 1981:

in those  twelve months alone, unemployment in the Community has increased
by some 35%.

While all Member States have more or less followed the overall trend,
the degree to which they have been affected has varied widely: by far the
biggest jump has occurred in the United Kingdoﬁ where registered unemployment
has nearly doubled (up by 98%) since the end of 1979. Of the 9 million“un-
employed in the Community, one-third are in the United Kingdom, and nea?ly 40%
of the unemployed adult males are in the United Kingdom. Other badly affected
countries are Denmark (up 79%), and the Netherlands (up 83%). In some Member
States with very high current unemployment rates such as Belgium (12%),
Ireland (10,5%) and Italy (8,8%) the acceleration was more progressive. At
the other extreme are some Member States with much Lower unemployment?rates
such as Luxembourg (1,0%) and the Federal Republic of Germany (5,2%)jhhich

have only recently begun to show signs of acceleration.

A comparison of results from the Labour Force Sample Survey, the results
of which for 1979 have just become available, with the numbers of registered
unemployed shows a relatively similar pattern between Member States (Graph 2).
In most of them, unemployment according to the sample is slightly Llower than
registered unemployment, but still follows the same trend. In Denmark and
Luxembourg unemployment according to the two measures follow a similar general
trend, but the sample survey gives a higher result. This difference between
the two measures is probably a function of the definition of unemployment for
administrative purposes in the various Member States, and the unemployment
benefit régime which determines the relative strength of the incentives to
register, as well as the ability to do so. On the other hand, the fact that
the sample survey generally gives a lower result than the official registration
statistics is probably indicative of the extent to which people may drop out
of the labour force, albeit temporarily (particularly married women), or find

alternative occupations as family workers, or in the underground economy(1),

.I/.l

(1)Estimates of the size of the unofficial or "underground" economy vary con-

siderably, since by its very nature the irregular economy is difficult to
measure precisely. If it is true that the size of the informal economy

is indeed expanding, then this could affect the official picture of develop~
ments in three ways: income statistics will be underestimating true growth
Levels, unemployment statistics will be exaggerating the severity of the
problem, and inflation measures will be too high.
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while still being registered as unemployed as long as there is an incentive to

do so. This could explain the quite sizeable gaps between the two measures for
Italy and Belgium (see section 7.4). In Ireland and the United Kingdom, the two
measures do not follow the same trend over the whole period, but this is probably

due to changes in the sampling method between the different dates.

The present rapid expansion of the Community's labour force is due to a
coincidence of developments in demographic trends and activity rates. While the
Community's total population has grown steadily, at some 0,3% per year, the
population of working-age is expanding faster than for many years. The very low
birth-rate during the First World War means that the number of males reaching
retirement age in 1982 and 1983 is exceptionally Low (those born during the baby boom of
the early 1920's will thy reach retiring age after 1985, when the numbers retiring will
more than double). At the same time, the high birth rate of the early 1960's means that the
numberofschooLLeaversarrivingontheLabourmarketwillreachveryhighteveLsoverthe
next four years. Consequently, the rate of growth of the working-age population is fore-
cast to double, from an average of 0,5% a year during the 1970's to 1,0% a year
by 1982 and remain at that Level until 1985 when these special demographic factors

will begin to operate in the opposite direction.

These demographic factors have been reinforced by trends in activity rates
in recent years. Information on activity rates, defined as the proportion of
each age group which is economically active, is contained in the two-yearly
Community Labour Force Sample Surveys and some results for the Community are

presented in Table 7.2.

Activity rates for workers in the central age-groups 25 =54 have increased
steadity over the period 1973-1979, but within this overall trend there is a
difference in the behaviour of male and female activity rates, the former
declining steadily, the latter expanding quite rapidly. In addition, in the
younger and older age-groups, while both male and female activity rates have
declined, the female rate has declined much less. This tendency towards in-
creasing female activity rates over the 1970's may be attributed to the move-
ment toward equal pay and growing opportunities in services as well as changing
social attitudes to women working which have encouraged more women to seek
employment, although there are still considerable differences between Member States.
The reasons for the decline in male activity rates are not so clear. It is possible

that the cumulative effects of the recession on job opportunities may be having
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a "discouraged worker effect”, and to that extent the decline in male activity
rates may only be temporary, and pick up again when adequate employment growth
is re-established. This would also reinforce the notion that the increase in
male unemp[oyment has been due to fewer jobs being available, while the increase

in female unemployment is the result of more women trying to find jobs.

In the older age-groups, the combined effect of high unemployment rates
and the growth of early retirement schemes in recent years is quite evident.
Both these groups have seen a steady decline in their activity rates over the
period, and given the well-known difficulty of workers in this age-group to find
re-employment after being made redundant, is consistent with the steady rise in
the overall unemployment rate. The impact of early retirement schemes in the last
5 years can be seen particularly in the declining activity rate of males in the

55~ 59 age~group.

In the early years of the 1980's, most of the underlying trends in the
Community's Llabour markets will continue, and for the next year at least, no
major improvement in the situation may be expected, with unemployment forecast
to rise further to average 7,7.% of the Community's labour force for 1981
as a whole. The upturn in activity which is forecast to take place in 1982 should
slow down the rate of increase of unemployment however: GDP growth at 2,0% is
expected to limit the increase in the unemployment rate to 0,8 percentage

points,

In the 1970's, employment growth fluctuated sharply in the Lline with the
cyclical swings in activity. It slumped during the post oil shock recession
after 1973 and did not recover its momentum until the upswing of 1978 and 1979.
This resumption of growth was short-Lived, however, and the fall in employment
growth in response to the fallback in GDP growth has been much sharper than in
the earlier recession: after not expanding at all in 1980, employment is expected
to fall by 1,3% in 1981, exactly the same as in both 1974 and 1975, but in
response to a fall in GDP of only 0,5% in 1981 compared to a fall more than
twice as large (-1,2%) in both 1974 and 1975. In 1982, employment growth is
forecast to be just pegative (-0,1%),in response to GDP growth of 2,0%, but it
is likely that the main impact of the upsWing in activity on the Lébour input
will come through in the form of a sharp increase in productivity growth, which
is forecast to double to 2,0% as the slack in production is initially taken up

through better capacity utilization.

On a sectoral level, long-term trends in employment are continuing. Evidence

from the Labour Force Sample Surveys confirms that until 1979, employment in
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agriculture continued to decline, at least for those people for whom it was

the main occupation. This decline in agricultural employment may since have
slowed ddwn, partly as a result of less scope for productivity gains, and
probably as a result of fewer job opportunities, particularly in industry where
employment has also been falling steadily over the period. If anything, the
decline in manufacturing employment has probably accelerated in 1980 and
particularly in 1981, the manufacturing sector having borne the brunt of the
decline in output, and because firms seem to be exercising a much stricter policy
towards retaining labour during the recession than has been previously the case.
The only sector where employment has expanded has been in services, both
marketed and non-marketed, but even there the expansion is expected to be

negligible in 1981 and little more in 1982.

The decline in employment has been accompanied by a decline in the rate
of growth of productivity, although by much less. The annual average rate of
growth of salaried employment in the 1970's has been only one-third that of the
1960's; the rate of growth of productivity per employee has fallen by nearly
a half.

In manufacturing industry, for which more detailed information on working
hours is available (Table 7.4), there has been a parallel decline in the rate
of growth of productivity per head and per hour. It is clear that most of the
slowdown in the growth of industrial output in the period 1973 -80 (1,5% annual
average growth rate) compared with 1960 - 1973 (5,6% annual average growth rate),
which was not absorbed by the fall in productivity, was borne by the fall in
employment: while total hours worked fell quite sharply, the rate of decline
in average weekly hours worked remained virtually unchanged between the two
periods at nearly 1% per year, despite widespread demands for a reduction in
working time, either through a shorter working week or Llonger paid holidays
to combat the rising Level of unemployment. In the event, employment fell
almost twice as fast as average hours, and recent evidence for 1979 and 1980
indicates that the decline in average weekly hours may have slowed even further

in 1980 while employment continued to fall.

The same appears to be true for the economy as a whole. In the 1980 and
1981 downturn, productivity growth (per person employed) was higher than might
have been expected on the basis of the 1975 experience when the average rate
of productivity growth fell by 4,3 percentage points between the two phases of
the cycle, from 4,2% in the period 1972-73 to -0,1% in 1973 -1975, while
employment growth fell by only 1,7 points, from 1,2% to -0,5% (annual averages)
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between the two periods. Over the 24 months from August 1973 to August 15?5,
unemployment rose from 2,4% to 4,6% (Table 7.5). In the recent experience,
employment growth has borne a larger share of the adjustment. While productivity
continued to grow at an average rate of 1,3% (a fall of 1,4 points from that

of the previous upswing), employment declined sharply falling by an average
rate of 0,9% (a 1,6 point drop). As a result, in a period of only 14 months
from March 1980 to May 1981, unemployment jumped from 5,7% to 7,8% of the
Community's labour force. The upturn in activity now under way is not expected
to bring about any dramatic improvement in this situation. On present fore-
casts, with negligible employment growth and considerably faster productivity
growth in 1982, at least some part of the shake-out in employment, particularly
salaried employment, which has occurred during the recession is expected to

remain, and unemployment may continue to rise, although at a somewhat slower
rate.
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7.2 The structure and nature of unemployment

In addition to the rise in the unemployment rate in the Community

since the first oil shock in 1973, the structure of unemployment has altered.
Oover the last eight years, the cumulative effects of the steadily rising rate

of overall unemployment have produced a dramatic increase in unemployment among
young people, particularly females; among older workers, who have been driven out
of the labour force by lack of job opportunities; and in the long-term un-=
employed, for whom the chances of finding a job diminish progressively the

Longer they remain unemptoyed. The results of the Last Community Labour Force

Sample Survey for 1979 provide detailed information on these developments.

In the 1975 Sample Survey, the number of unemployed persons who had been
made redundant or who had previously been occasionally occupied but were now
wholly unemployed made up nearly half the total number of unemployed (Table 7.8).
in the Later period from 1977 on, however, this pattern changes. Cyclical factors decline in
importance and the relative disability of young peopte and females in particular
becomes more apparent. Although the proportion of unemployed young people in re-
lation to total uremployment was much the same in 1979 as in 1973, it had
declined sharply in 1975 under the impact of the big cyclical increase in adult
unemployment, before rising again throughout the rest of the period covered by
the sample survey. Since then, it appears from the data on registered unemploy-—
ment that the share of young people in total unemployment reached a peak in mid-

1980 of nearly 42% but may have declined slightly since then to around 39% in. mid-

' 1981. If this.is the case, then it-is probably due ‘to the large cyclical rise in

adult unempLoymeht throughout-1980 and 1981, rather than a decline in youth

unemployment as such.
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A similar pattern may be observed among female workers: over the period
covered by the Labour Force Sample Surveys the relative position of women
deteriorated progressively. For the Community as a whole, unemptdyment rates
for adult women in 1979 were some 55% higher than those for adult men. The
equivalent figure for young women was 40%. In 1973, only women aged 25~ 29 had

a considerably higher unemployment rate than men of the same age.

It is in the very youngest age-group, cohprising school~-Leavers and
workers in their first jobs that the female unemployment rate has risen both
in absolute terms and relative to male unemployment in the same group; from
equality in 1973, unemployment émong young females in 1979 was some 40% higher
than male unemployment: while the number of males seeking a first job actually
declined in 1979, the number of females increased substantially.

While the persistently high rates of total unemployment have contributed
to this situation, it is also Llikely that specific factors have been acting
to weaken the relative competitive position of females in the labour market. It
is notable that after 1975, redundancy as a cause of unemployment among males
actually declined, while among females it increased, and the increase in the
number who had previously worked occasionally is also largely made up of females.
The difficulties faced by women returning to work after a spell away are also
still substantial in 1979, while the number of men in this category has declined
sharply. The subsequent period of sharply rising overall unemployment has seen
a different development: between mid-1979 and mid-1981, registered male unemploy-
ment in the Community rose by 56%, and female unemployment by only 33%. On the
same basis, the share of female unemployment in total unemployment fell from
its high point of some 47% in October 1979 to nearly 43% in July 1981.

It seems, therefore, that while developments in male adult unemployment
are largely conditioned by cyclical developments, trends in female unemployment,
and particularly the weakening in the unemployment position of women relative

to men in the pre-1979 period is essentially determined by structural factors.

The expanding number of administrative controls and legislation governing
the employment of women, and the impact of equal opportunities and equal wages
legislation may have combined to make employers less willing to employ
women in . periods of high unemployment when males are freely avail=-
able. In this context, it should also be noted that there are
large differences 1in the pattern of female unemployment rates among

Member States. The majority of female unemployment in the Community - among
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both adults and young people - is concentrated in four Member States, (Belgium,
Denmark, France and Ireland) with widely differing total unemployment rates. To that
extent, it is reasonable to suppose that high rates of female unemployment may

be due not only to the absence of economically significant wage differentials

but also to administrative arrangements which provide an incentive to women to
register as unemployed, or which place restrictions on the conditions under which
women may be emoloyed. It is notable that Belgium, the Member State in which
unemployment benefit is most generous towards females, also has the highest

registered unemployment rate for women,

While the problem of female unemployment is undoubtedly concentrated
among younger women, that for males is equally concentrated among young men and
older workers, although for the latter it is less immediately apparent. Since
1977, unemployment among older workers has declined quite sharply (only the
male unempLoYment rate is really significant for this age—group, due to the low
female activity rate), and the proportion of total unemployed in this age-group
shrank from 6% in 1973 to barely 2% in 1979. It is highly unlikely that in a
time of increasing unemployment, despite expanding activity, the only group to
have increased its employment prospects should be the oldest age-groups, when
all the evidence suggests that age is highly correlated with lengthening duration
of unemployment. The nature of unemployment for these workers is probably some-
what different: their family and hence their financial commitments are Likely
to be lower than for a man 10 years younger, the level of social benefits
available as well as the increasing opportunity to take early retirement may not
only reduce the need to find a job, but may encourage him to drop out of the
active labour force. Although the data on retirements in Table 7.8 are insufficient
for this purpose, there is a large increase in the "others” category of non-
active persons seeking employment. At the same time, the sharp decline in the
activity rate, not only for the over 60's but also for the 55-59 age-group,
at whom early retirement schemes are particularly aimed, suggests that this

has indeed been the case.

While data relating age to the duration of unemployment are not
available from the Labour Force Sample Surveys, older workers will obviously
be among the most seriously affected by one distinct structural change in the
Community's Labour markets, the increase in the volume of long-term unemployment.
It is a corollary of persistent high lLevels of unemployment that workers will
tend to become less employable the longer they remain unemployed, not only

because they are less attractive to employers but because they tend to lose the
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motivation to work as the duration of unemployment increases. In times of
sharp, cumulative cyclical downturn, workers made redundant may be unemp Lloyed
for up to 6 months but they are confident of regaining their jobs when the
economy picks up again. If the subsequent recovery is either too short or
insufficient to provide adequate employment growth, one result is that the
average length of unemployment spells increases. In 1973, although 30% of
all unemployed persons had been unemployed for more than one year, given

the low rate of overall unemployment, this only represented some 0,6% of the
Labour force: the minimum "hard core" unemployment. By the time of the 1979
Labour Force Sample Survey, however, long-term unemployment had reached a
rate of 1,6% of the labour force.

In the period since 1979, there is some evidence to indicate that the
average duration of unemployment has continued to lengthen: the ratioc of
inflows onto theiunemployment register to total unemployed (annual averages)
has fallen from apout 3 to 1 in 1976 to some 2 to 1 in 1980 and to about
1,7 to 1 in the first six months of 1981, implying that the average duration
of unemployment has lengthened from, about 4 months to 7 months. A calculation
of outflows from unemployment gives a virtually identical result. Moreover,
the volume of flows into and out of the register have fluctuated in Lline
with the cycle of activity; between 1979 and 1980, the volume of new regist-
rations per year increased by some 1.2 million, and the volume of outflows
fell by some 250 thousand. In the first six months of 1981 this trend has
even accelerated, the volume of new registrations per month running even
higher, and the volume of outflows even Lower than in 1980. It is clear,
therefore, that the present increase in unemployment is made up of both an
increase in the number of new unemployed and a lengthening of the duration

of unemployment spells.
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7.3 Unemployment benefit systems

The unemployment benefit schemes in operation in Member States can

be classified into three types of which the main features are given in

Table 7.11.

- 5 taxable benefit (i.e. subject to personal income tax, which is a

fixed percentage of gross earnings (Denmark, Netherlands and Luxembourg) ;

- a non-taxable benefit which is a fixed percentage of gross earnings

(Belgium) or net earnings (Germany);

- 2 non-taxable flat-rate benefit (France, Italy, Ireland and the United

Kingdom) possibly with an earnings-related supplement (France, Ireland).

Whereas taxable benefits related to gross earnings are of the order of
80 to 90 per cent, the non-taxable penefits are Lower - in the range 60 to

70 per cent of the reference level - and the supplement is lower still.

The taxation of social benefits implies a considerable administrative
burden for a minor increase in tax-yield, but it avoids many of the anomalous

situations and income 'traps' which arise when social benefits are exempt

from personel taxation.

For a newly unemptoyed worker, the net cost of being unemployed

is the difference between his income from various social security benefits

and his previous earnings when employed.

Flat rate schemes have a ''replacement ratio" (i.e. the relationship of
the disposable income of the unemployed person to his disposable income
when employed) which is much higher at the Lower end of the earnings scale than
at the higher end, and when combined with supplements for dependent adults
and children imply a concern with the purely welfare aspects of unemp loyment
benefit. Earnings-related schemes, on the other hand, have a connotation
of insurance against a risk of unemployment, covered by (and possibly related
to) premiums paid during periods of employment. A recognition of the enhanced
risk of unemployment due to redundancy, i.e. unemployment arising from staff
reductions, plant closures and failure of businesses, is shown in the special
schemes for this type of unemployed worker which are relatively important in
Italy, where the normal unemployment benefit is very low, and in France. ALl
schemes have maxima; thus it is implicity assumed that higher paid staff will

have financial resources which will cushion the impact of unemployment.



\ D1

7.12

The maxima themselves tend to be above the average level, except in
Denmark and Belgium, where the maximum benefit corresponds with a level of
earnings which is well below the industrial average, so that a flat-rate

benefit operates over a very wide range of incomes.

Income tax and social security contributions reduced the take—home
pay of an average single industrial worker in the Community by 27 per cent
in 1979. The family man fared somewhat better, because of the operation of
tax allowances for dependent and social benefits for children, and kept some
89 per cent of his gross earnings. Should a single worker become unemployed,
his mean unemployment pay is less than half his previous earnings, but can
vary between 23 per cent of his previous gross earnings in the United Kingdom
and 80 per cent in the Netherlands and Luxembourg. In Denmark, Luxembourg and
the Netherlands where social benefits are taxable the replacement ratio con-
verges towards that in other countries which pay lower levels of benefit but
do not tax them. For the average married production worker, the replacement
ratio varies from 50%-60% in the United Kingdom and France to over 80% in

Denmark, Ireland, Luxembourg and the Netherlands.

Thus, although much depends on the relative movement with respect to

gross earnings of income~tax and employers' social contributions on the one

~ hand, and rates of unemployment benefit on the other, it can be deduced without

recourse to complete income distribution data that replacement ratios are
highest; and may exceed 100% at the bottom of the earnings scale, and there

is a range, usually extending beyond the average earnings level, at which they
are constant. Beyond the upper bound of this range, the replacement ratio
declines rapidly.

Unemployment has both direct and indirect costs for governments too.
When a worker becomes unemployed, the government not only assumes the
responsibility for providing him with an income, but also loses the tax
and social security contributions paid by the worker and his employer. In-
direct costs arise principally from the fall in indirect taxes due to the

. . L) «
reduction in the workers consumption.

Direct government unemployment costs are particularly high in Belgium,
Luxembourg and Italy where employers' social contributions are a relatively
Large element in wage costs: indirect costs are Likely to be above average
in Denmark, Ireland and the United Kingdom where direct costs are relatijvely
low and where consumption taxes are more important as a source of revenue
than elsewhere.. Indeed, the cost to the government is close to the previous
earnings of the unemployed worker, whose loss of income is huch smaller than
than the corresponding cost to the government.
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7.4 Labour market policy problems

The preceding analysis of the development and the nature of unem-
ployment as well as of the unemployment benefit systems illustrates both
the complexity of the Labour market and the difficulties facing governments
attempting to design policies to cope with the unemployment problem. The
Large differences between Member States with respect both to institutional
arrangements, the actual budgetary cost of unemployment allowances and to
the income loss for the private person due to unemployment may also be part
of the explanation of the different orientations of government policies in

the Llabour market.

It is difficult to provide precise figures for the impact of direct
labour market measures. A rather rough estimate would suggest that in 1981
unemployment has been lowered by slightly more than 2 million people in this
way, with direct job creation (mainly in the public sector) counting for
about 1/2 million, early retirement measures for another 1/2 million, vocational
training for 1 million and various schemes for short-time working for some
100 000 persons. The total number of persons concerned by such measures of
course was much higher (probably up to to 5 million), as the duration of

work-sharing programmes or training programmes is typically less than a year.

Although the contribution of direct Labour market policy measures thus
is substantial, it has clearly in 1980 and 1981 been insufficient to prevent
a pronounced rise in unemployment. Member States have therefore to some
extent been induced to rethink the approach to this problem. In France, in
particular, the new government, while stepping up both public sector job
creation and certain other direct measures, is relying heavily upon a lowering
of working time and global budgetary measures to bring the rise in unemployment
to a halt. In other Member States the tendency has been to seek an intensi-
fication of labour market measures rather than a relaxation of budgetary
policy. In the United Kingdom, in particutar, where unemp Lloyment has shown a
very large increase in 1980/81, the authorities in July announced an extension
of vocational training and other measures in favour of young people but at the
same time declaring that the additional expenditure would be financed by

budgetary cuts elsewhere.
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In all countries, labour market policies are indeed now running up
against budgetary constraints, implying that further expenditure increases
under this item would have to be compensated by additional cuts in other
categories of expenditure. A key question facing Member States now is there-
fore to define the most employment efficient allocation of budgetary resources
as between direct labour market measures, various aid programmes to ailing
industries, stimulus to investment and global stimulus to demand. More funda-
mentally, the Community's employment performance depends upon the willingness
and ability of enterprises to expand the number of job opportunities and,

hence, upon the general business climate and the relative competitive position.
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Recent Developments in Labour Market Policy

Belgium. Labour market policy remains centred around the "Spitaels Plan" of

December 1977, which set up the “special temporary scheme in the public

service'”, young peoples training schemes, and the provision of early retire-
ment or early pension on request. In December 1980, the Government adopted

a plan to prolong these specific employment measures for another year, at
the same time improving their coverage and effectiveness.

Denmark. In June 1980, the Government adopted the "Employment and Industry
Programme 1981 - 83", which extends and amplifies the 1977 Employment Promotion
Plan which was due to expire at the end of 1980. Under this new programme,

1,5 billion kroner (out of a total of 5,5 billion) were set aside in 1981

for improving the functioning of the Llabour market. In February 1981, a

further plan was presented, which, together with the existing programme
should reduce unemployment by 80,000, by means of job offers to the Long-
term unemployed, and employment stimulation measures in areas such as energy-
saving and urban renewal. In May 1981 it was announced that the Employment
and Industry Programme would be maintained at its existing level in 1982 and
1983 despite budgetary stringency.

Federal Republic of Germany. Labour market policy is principally aimed at
easing the problems of certain population groups and regions. The S5th
Amendment to the Employment Promotion Law, which entered into force on

1 August 1979, concentrates on vocational training, vocational information
and guidance and selective development of efforts to promote employment in
specific areas (65% of young people who Lleave school at the end of secondary
Level, embark on an apprenticeship in the private sector). At the same time,
the Government adopted a special DM 900 million programme to improve the
economic situation in problem areas. By the end of 1980, more than 44.000
workers had been helped under this scheme, which emphasises vocational
training, the re—integration of unemployed persons and job-creation schemes
designed to improve social services. The ninth outline plan to improve
regional economic structure (August 1979) will create 305.000 new jobs and
protect 164.000 existing jobs between 1980 and 1983, involving measures to
stimulate private investment totalling DM 47.300 million. In February, the
Federal Labour Office announced that DM 850 million would be available for
special employment measures in 1981.

Greece. The Greek Labour market is characterised by a very Low Level of
registered unemployment, covering only urban areas, but a high level of
under-employment, particularly in rural areas. Specific Llabour market
policies exist only in the field of educational reform. The most recent
initiative was training in 1975- 1977, when a series of technical and
professional schools was set up to provide a more practical form of vocation—=
al training that the traditional university system.
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including loans to firms for job-creating investment in small and medium-sized

france. At the beginning of 1981, various additional measures were announced,

enterprises, improvement of vocational training, better use of short-time
working to avoid redundancies and a temporary lowering of the age Limit under
the early retirement scheme. In March, the two sides of industry agreed to
renew the 2-year agreement on voluntary early retirement (70% of gross wage
at 60 years until the age of 65 years 3 months). This could affect about
350.000 workers. In June the new Government announced that while awaiting
a complete revision of the vocational training and guidance system in Autumn
1982, it would prolong the Third National Employment Pact until July 1982

in an expanded form under the title "measures for entry into working Life".
This will cost FF 6,900 million and involve 625.000 young people, compared
with the previous phase (1980/81) which cost 4,000 million and created
534,000 jobs. At the same time it also announced the creation of 54.290
new jobs in the public sector.

Ireland. Various new measures to stimulate job creation have been announced

in the follow-up to the National Understanding agreed between the Govern-
ment and the two sides of industry in November 1980. IRL 57,3 million will

be devoted to improving the situation on the Labour market, through attract-
ing new industries, and expansion of training and job experience programmes.
In addition, the Employment Incentive Scheme is maintained, and employers

in vulnerable labour intensive industries receive a subsidy of IRL 6 per

week for each worker. In June, the Government announced the creation of the
National Enterprise Agency, which will be responsible for ensuring that all
development opportunities offering stable employment opportunities are explor-
ed. In the July Budget a 1% Levy on incomes to fund a Youth Employment Agency,
which will integrate and extend youth employment schemes, was announced,

Italy. The Government issued a Decree-Law in December 1979
introducing new rules on worker mobility and Llabour market

management, but this was not adopted by Parliament as the constitutional time
Limits (60 days) were exceeded. A draft law presented to the Chamber of
Deputies in August 1980, which provides for wide~ranging decentralization

of many functions presently carried out by the Government, and more co-
ordination between placement and training authorities is still under dis-
cussion.

Luxembourg. Labour market policy in Luxembourg is aimed particularly at the
special problems of the iron and steel industry, within the framework of
medium and long-term policy to achieve a stable situation on the labour
market. Following the provision of early retirement opportunities for
workers with 40 years service in February 1980, in October of that year, the
provision allowing the Government to take action to prevent redundancies
due to cyclical causes was extended for a further year. In June 1981, a
further series of measures was introduced to encourage mobility and re-
training for steel workers, renewing and extending the policies originally
adopted in January 1979 relating to the vocational re-training, further
training and the temporary "re-employment" allowance for steel workers.

Netherlands. The aim of Dutch Labour market policy is to stimulate job
creation in the private sector. In November 1980, the Government announced
measures to stimulate employment by subsidies totalling some HFL 900 million
for housebuilding, exports, and to assist the financial position of firms.
At the same time, the employment service was re-organised, wWith emphasis

on the development of a rapid information service as well as placement
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services, and the courses for young people aiding the transition between
school and work were made permanent. In May 1981 the proceeds from all
excise duties on petrol and diesel fuel were allocated to employment support
programmes.

United Kingdom. Since February 1980 resources devoted to labour market

policies have been concentrated on specific requirements and groups, such as
unemployment in inner-city areas, among young people, the long~term unemployed
and older workers. In November 1980, some changes and extensions to these
policies were introduced. The budget for the Youth Opportunities Scheme was
increased for 1981/82, allowing 140.000 more young people to obtain train-

ing or work experience. The Special Temporary Employment Programme for the
long-term unemployed was replaced by a wider Community Enterprise Programme
providing some 14.000 more places by the end of 1981/82. Assistance under

the Temporary Short-time Working Compensation Scheme (designed to encourage
employers to adopt short-time working rather than redundancies) will now

be available for up to nine months (previously six months) at a rate of 50%

of daily earnings (previously 75%). In response to increasing levels of un-
employment, particularly amongst young people, the UK Government announced,

in July, a set of measures designed to reduce the number of people on the un-
employment register by over 450.000, by early 1983. The measures included
extensions to existing schemes namely - increased funds for the Youth
Opportunities Programme for 1982 - 83 with the guarantee of a place on the scheme
for all school-lLeavers by Christmas 1981; a reduction in the age Limit for the
Job Release Scheme to 62 by next February; additional funds to encourage more
young people to remain at school. New proposals include a UKL 15 weekly subsidy
to employers for each new person employed under 18, provided they earn less
than UKL 40 per week; the establishment of 20 information centres in inner
cities to train the young unemployed in computing and electronic assembly skills,
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Graph 7.2 Unemployment rates: comparison of registered unemployment and sample survey
results.
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8.1

8. Sectoral problems and policies

Shaken by successive oil crises and under pressure from mounting international
competition, the Community and the individual Member States are pursuing their |
efforts to achieve structural adjustment against a background of sluggish

growth, a low Llevel of investment, rising unemployment and persistent inflation.
Alongside sectors, such as steel, textiles and shipbuilding, which are in the

throes of adjustment and for which the Community is developing restructuring

or conversion plans, the basic capital goods industries, on which both the

modernization of production techniques and trade equilibrium depend, are

suffering from a low level of growth, a fall in investment ratios, Lower producti-

vity growth and increasing import penetration. The machine tool industry has |
shown obvious signs of weakness for a number of years, but these are now

spreading to other capital goods industries (metal manufacture, electro-

mechanical equipment, transport equipment, etc). These industries must success-

fully carry out the major technological revolution now taking place, since it

is here that they can recreate the conditions which will enable them to become
competitive again. Under the pressure of events, Community policies initially

focused on measures, often defensive in character, in those sectors which were

in greatest jeopardy; now, however, first priority should be given to developing

the advantages conferred by the Community dimension so as to ensure that a

Leading position is achieved in industries with promising future potential.

8.1 Adjustments in the Community's sectoral structures

between the two oil shocks

After the first oil price rises and the economic recession which ensued
in 1974-75, and before economic activity began to slow down again appreciably
in 1980-81 following the second series of oil price rises, the Community economy
had almost regained its early-1970s growth rate (3.5% on average from 1975 to
1979 as against 4.4% from 1970 to 1973). Only at a relatively detailed level of
sectoral breakdown of the economy can it be seen that the growth pattern in some
sectors shifted significantly from past trends, possibly reflecting an acceleration
in the continuous adjustment process in European economic structures. Generally
speaking, in most major categories of sectoral activity (intermediate products,
equipment products, current consumption goods, services), average growth per-
formance during the last ten years has invariably been some 20% lower than
during the years of high growth, this drop being on the same scale as that for

the Community economy as a whole.

Between 1975 and 1979, the last year for which sectoral statistics for
most Community countries are available, the basic sectors contributing most to
overall growth were energy (with a particularly high level of growth), inter-
mediate products, particularly chemical products, and also steel in 1978 and

1979 and market services.
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The sectors with the lowest performance in terms of value~added growth were
building and construction, non-market services and agriculture (mainly because
of two bad years in 1975 and 1976).

Changes of greater significance are evident in the capital goods sector.
With 11.7% of the total of the Community value added, this
sector accounts for - around 40% of all industry and plays a
decisive role in stimulating economic activity. Although a number of industries,
such as data-processing equipment (office machines) came through the 1974-75
economic crisis with scarcely any slowdown in their growth and have since climbed
back to a very high growth rate (almost 8% a year in volume terms), the more
traditional industries such as those manufacturing metal products, and even more
so those producing industrial machines, have had growth rates of only around 1%
or indeed negative growth rates. They are quite clearly the principal victims
of the Low level of growth in Community and international demand for capital goods,
but the duration of this contraction in demand is itself undermining the capacity
of these industries to adjust to technological developments, resulting in a very
Llow Level of growth in their investment and productivity. A complicating factor
is that the other capital goods industries (electrical and electronic goods), which
had proved more resilient in holding out against the general reduction in invest-
ment expenditure, even in 1974-75, have since 1978 achieved only one third of their
growth rate of the. previous ten years. If account is taken of the situation in
the transport equipment industry (motor vehicles), where there has been a sharp
stowdown in growth since that date, a question mark may be seen to hang over the
future of a whole sector of activity. Its growth is now based only on the manu-
facture of equipment for the setting up of electronic data transmission systems,
but this branch accounts for only 0.9% of Community value added and provides only
0.7% of total employment. It is against this background that we must measure the

scale of the difficulties confronting Community industry, the economic growth
of which has hitherto relied mainly upon the production of capital goods.

The industries. producing current consumption goods have seen a gradual
decline in their contribution to economic activity, falling from 7.8% of total
value added in 1973 to 7.1% in 1979, mainly as a result of the decline of the
textile industry, which had negative growth rates during four of those six years.
Only the rubber and plastics industry has on average achieved sustained growth,

though with fairly marked cyclical fluctuations.
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In overall terms, the basic pattern of the changes taking place in
sectoral structures in the Community has not altered since 1973. Only two major
sectors, energy and services, have increased their share intotal value added
between 1973 and 1979. No major industrial branch has maintained the relative
level, in terms of value added, which it had in 1973; indeed, the building
jndustry Lost one percentage point between 1973 and 1979. The market services
sector is by far the principal beneficiary to emerge from this process of change
in Community economic structures. The acceleration in the shift of the economy
towards services, despite or because of the adjustment constraints with which
the Community countries are faced, is clearly evident from the figures : in
six years, from 1973 to 1979, the share of the value added of market services
rose by nearly two percentage points to reach 41.6% of the total for the
Community economy, whereas in the thirteen years from 1960 to 1973 it increased
only from 38.7% to 39.7%. As the draft fifth medium-term economic policy
programme points out, the share of industry in the creation of wealth and
employment is declining at a faster rate than long-term trends had suggested,
and this reduction should be stabilized by developing competitive industrial

activities.

As far as employment is concerned, the trends may be summarized even more
simply : with two exceptions, no goods—producing sector, whether agriculture,
building, energy or the various industrial branches, has shown any net job
creation since 1975. The two exceptions are transport equipment and the rubber
and plastics industry, which together accounted for net creation of 108 000 jobs
out of the net 1.4 million jobs created between 1975 and 1979. Here again, virtual-
ly all of the increase is based on the services sector which, in the space of
four years, provided 2.3 million jobs in the market services sector and 1 million

jobs in the public service sector.

This does not mean, however, that the services sector has become highly
Labour-intensive. While public services, with 121 jobs per 1 000 units of value
added in non-market services, have a very high labour content (the calculation
of value added in volume terms being very conventional, this coefficient is relative
arbitrary), market services by contrast, with a coefficient of 74, are still well
below the average coefficient for industry (79). The labour content per unit of
value added (which is merely the inverse of apparent labour productivity) has been

declining steadily in all branches, with a very rapid decline in agriculture
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and energy, a moderate decline in the various industrial branches except the most
buoyant sectors such as chemicals and data-processing and electro-mechanical
equipment, where the reduction is very sharp, and a slower decline in services

and also in building.

Amongst the industrial branches, where the coefficient was 132 in 1979, the
textile industry is by far the most Llabour-intensive and this, together with the
fact that its annual rate of reduction is scarcely any faster than the average for
the economy, indicates how far it still has to go before achieving profitable
production conditions (by way of example, the textile industry's labour content
per 1 000 units of value added in 1979 was 100 in the Federal Republic of Germany,
110 in France, but 150 in Italy and 187 in the United Kingdom). Although it shed
823 000 jobs in net terms between 1973 and 1979, the weakness of the growth of
this branch itself contributed to the slowdown in the reduction of this coefficient.
Between 1960 and 1973, its labour content fell by 5.1% a year, but after 1973 by
3.2% a year. During this period (1973-79), the labour content fell by 3.7% a year
in the chemical industry, by 4.3% a year in electro-mechanical equipment and by

7% a year in data-processing equipment.

As regards sectoral investment, the deterioration in the conditions govern-
ing the real return on capital have to a large extent contributed to the con-
traction in the volume of investment. Though the growth in real profit ratios,
which suffered considerably during the 1974-75 crisis, reverted to a significant
upward trend in a number of industrial branbhes, the share of gross operating
ratios in value added did not generally regain the lLevels achieved at the begin-
ning of the decade. There is therefore still a considerable Lag between the
revival in the growth of macroeconomic investment and that of the gross operating
surplus, since it was not until 1979 that the volume of GFCF exceeded the level
reached in 1973, though the figures forecast for 1981 indicate that it will once

again fall below that level.

The very (length of this period, marked by a low level of growth in invest—
ment despite the apparent restoration of profitability conditions, probably ex-

pains in part why average productivity growth was only 2 to 3% a year.

Analysis of individual sectors shows relatively different patterns of per-
formances. Between 1975 and 1979, the intermediate products sector had fairly sus-
tained growth and high productivity gains, although the growth of investment was
very substantially negative not only in the steel industry, but also in the

chemical industry, at least until 1978, the Last year for which detailed figures
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are available.Conversely, the capital goods sector, despite less buoyant growth,
carried out large-scale investment, though this is not reflected in any major
productivity gains. However, it is evident that, although manufacturing industries
as a whole saw some revival in their average rate of real gross operating surplus,
following the disastrous results for 197475, this improvement was not sufficient
to stop the steady decline in investment ratios. With the exception of agriculture,
average investment ratios in each branch between 1976 and 1978 were uniformly
below the average Level for 1970-73. This situation is to some extent reminiscent
of the comments made on the fall in the labour content per unit of value added,
but the rate of decrease in this approximate measure of capital intensiveness,
notably in some branches of industry (steel, chemicals, but also data-processing
equipment and rubber and plastics) is even more rapid than that of the Llabour
coefficients. Here too, the greatest degree of stability in the trend of invest-
ment ratios is to be found in the services sector, which does in point of fact
account for 55% of total investment (or 30% if residential construction is

excluded).

Although aggregation of the data at Community level masks the wide diversity
in national situations, this combined decline in the intensiveness of two factors
of production, capital and labour, in many branches of industry, shows at the
very least the difficulty with which the process of adjusting the European pro-
ductive apparatus is taking place. The external trade figures merely reinforce
the view that Community industrial structures are in danger of falling some way

behind major international competitors in the adjustment process.

Trade with countries outside the Community, accounting for a Llittle under
50% of Member States' total external trade, is in overall terms almost in equili-
brium as far as goods are concerned and in surplus if services are in- -
cluded. Similarly, while generally remaining fairly stable, export/import ratios
for almost all categories of products improved during the period 1974-75, only
to decline thereafter, especially in 1979, a year of fairly high internal growth.
However, this relative stability cannot conceal the emergence of a deterioration
in a number of the Community's major trading industries. The clearest case is
that of the motor vehicle industry, whose export/import ratio fell in ten years
from 18 in 1970 to 3.6 in 1979, but the other industries producing capital goods
have, albeit to a Lesser extent, shown the same difficulty in maintaining their

competitive position; thus, export/import ratios have, for a number of years,
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been falling in the case of electrical goods and machines, data-processing equip-
ment and industrial machines. Whereas, as has been seen, activity in the capital
goods sector has not managed to regain its past buoyancy, imports of capital goods
increased from an average of 16.4% a year (in value terms) between 1970 and 1973
to 18.9% between 1975 and 1979, while the growth rate of exports fell during the

same periods from 12.9% to 10.2%. This is a dangerous trend for the Community in

the medium term, though it applies in differing degrees to the various Member States,

being evident in the case of the Federal Republic of Germany at any rate. It is
based in part on differences in price competitiveness, but also on some leeway in
tethnological adjustment, notably in electronics as compared with the United

States and Japan.

A return to stronger competitive positions must be sought not so much in an
extension of sectoral protectionism as in a successful changeover to efficient
manufacturing processes. This is obviously the course pursued, for example, by
the chemical industry, which has steadily improved its export/import ratio, and
it is not yet that pursued by the textile and clothing industry, where exports

are still declining compared with imports.

8.2 Sectors with future potential

The above sectoral analysis is based on the traditional economic breakdown
of industrialized countries into major secters of activity whose importance is
judged in terms of their share in value added or in the number of persons employed.
For each group of industries or service activities, the whole body of statistics
available, as may be seen in the annexed tables, derives from the choice of these
criteria and governs the economic observation and interpretation of changes in
sectoral structures. The current technological changes, which
will profoundly alter production and working conditions in the years ahead and
which the structural adjustment process in the European economies is basicallly
aimed at achieving, lie almost entirely outside the range of these instruments
of analysis. Here again, there must be change, even if there is no hope of elimi-
nating all the uncertainties, but efforts must be made to correct the over-
pessimistic picture of a productive apparatus in decline which emerges from the

conventional approach outlined above.
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In at least four areas, though the list is not exhaustive, the activities
that are likely to develop may either offer substitutes for the declining role
of certain industries or, through the transformation of production methods, revi-
talize sectors considered to be in decline by freeing them from the constraints
which hold them back and by restoring to them the conditions of competitiveness
which will enable them to regain their position : these areas are energy, micro-
electronics, aerospace and biotechnology. There is no question here of describing
in detail the possibilities which each of them offers or of examining the stage
of development they have reached; what must be made clear, however, is that the
achievement of a lLeading position in them by the Community countries is a fundament-
al condition governing growth prospects and a return to a more balanced employment

sjtuation.

Measures in the energy field have already been initiated on a large scale
and considerable success in reducing oil dependence has already been achieved
(see box : oil and energy). The measures are aimed both at easing balance of
payments constraints and at creating new forms of production and consumption
underpinning growth and creating jobs. The amount of investment required to
finance national projects is substantial and will bring capital expenditure linked
to either energy production or consumption up to 10% of total GFCF. However,
while the scope offered by the development of new sources of energy and by energy
conservation is considerable and varied, particularly as regards potential jobs
in the case of energy conservation, it reguires effort and the coordination of
measures, both as regards research and development and financing and as regards

the provision of information for users.

The microelectronics industry and, more generally, technologies connected
with data processing are also expanding rapidly. By penetrating all sectors of
the economy, from agriculture to services, microprocessors have far-reaching
economic repercussions. They allow an acceleration in the growth of Labour pro-
ductivity and, by reducing the cost of capital, in the growth of the overall pro-
ductivity of the factors of production, and they also result in a wider range of
products, creating new demand and generating new production activities. However,
their impact on employment is initially negative because the process of adjusting
the vocational skills required is so slow. The fact remains that the Community is
clearly lagging behind the United Staes and Japan. Eurocpean producers do not enjoy
the advantages offered by a genuinely unified market, the benefits of public
procurement, which is insufficiently coordinated at European Level and often goes

to international competitors outside the Community, or massive public aid for
research and development.
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However, the Community does enjoy major comparative advantages in the development of
software, which is fundamental to all forms of data processing, and in the manufac~
ture of high capacity microprocessors, but here too major efforts must be made to
increase the awareness of industry and the services sector so as to ensure the

successful penetration of these new technologies.

In the aerospace industry, there are two prime areas in which close coopera-
tion between Member States is necessary. These are the manufacture of the new
generation of medium-range aircraft, with a potential market estimated at
8 55 000 million, and the further construction of satellite launchers. These pro-
grammes have an impact not only on job creation, the improvement of telecommunica-
tions, meteorology and air transport, but also have a technological impact on the
electronics industry and thus on the economy as a whole. As far as the bio~industry
is concerned, the potential fields of application would seem to be extremely large,
particularly in agriculture and chemicals. However, it is still in the field of
alternative sources of energy that, in the short term, the first tangible effects
of a technology whose precise economic impact is difficult to measure should make

themselves felt.

In the case of all these industries with future potential, the amount of
expenditure required for investment or research and development purposes is
enormous. However, competition between countries or industrialized areas in these
spheres is intensive, and the countries which are the first to establish a lead on
this market will be the only ones that can draw any benefit in terms of employment
and growth from the industries concerned. The Community is far from being in a
strong position compared with the United States and Japan, since in terms of per-
centage of GDP, it channels fewer resources to research than those countries; it
also has fewer engineers and scientists in terms of percentage of total employment.
It isagainst this rather unfavourable background, aggravated by protectionist
tendencies which hold up still further the efforts which must be made, that more

energetic Community policies are required.

8.3 Community sectoral and structural policies

In addition to its proposals for economic policies intended to create a
stable economic and monetary environment that favours growth in the Member States
and is based on efforts to control the factors which generate inflation, the Com-
munity has at its disposal considerable well-defined measures capable of having
a wide impact. Leaving aside the particular problem of the common agricultural
policy, which is dealt with separately (see box No 1), Community measures are

aimed at organizing and developing the proper operation of the internal market

by removing obstacles to the free movement of persons and goods, drawing on a
wide range of instruments :
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- the establishment of a common external tariff so as to ensure uniformity of

conditions governing access to the Community market;
- the elimination of technical barriers to trade;
- open tendering for national public contracts;

- the pursuit of an active competition policy under which State aids are subject

to Commission control;

- aid to promote cooperation between European firms in the technical, commercial

and Legal spheres.

However, under the pressure of events and because of the adjustment diffi-
culties encountered by the Member States, the Community has had to step up its
sectoral intervention measures and has not yet managed to strike a balance between
the measures it takes to support traditional industries that are undergoing a
serious adjustment crisis, have a high degree of labour intensiveness and are
very largely concentrated in certain regions, and those it takes to promote

industries with future potential.

On the basis of the principle that, for economic as much as for strategic
or social reasons, no sector could be abandoned even if there was no longer any
chance of it being profitable, Community measures in sectors in difficulty have
primarily been designed to strengthen their structures through more effective or-
ganization of their production and to re~establish improved conditions of pro-
ductivity and profitability through temporary public aid in support of investment.
Such measures designed to ensure restructuring and indeed, in some cases, conversion

have applied to the steel industry,the textile industry and shipbuilding.

The most specific intervention measures have been in the areas of external

commercial policy, competition and information, often involving a major social aspect

The "MUtifibre Arrangement” (MFA) in the textile industry and the propcsed
amended renewal to the end of 1986, Limiting the growth of textile imports from 32
non-Community countries, is a typical means of "provisional' protection intended to
shield a sector from having to carry out a process of overrapid adjustments which
would have serjous effects on employment and regional equilibria. Similarly, in
the steel industry, a system of production quotas was established in October 1980,
and minimum frontier prices were fixed, while 14 bilateral agreements covering 75%
of the Community's steel imports were extended until 31 December 1981 (see box

No 3 : the steel industry).
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As regards aids, limits have in some cases been imposed on the granting of
pubLicAsubsidies or loans. For example, the Fifth Directive on aid to shipbuilding,
adopted by the Council on 28 April 1981, governs the cases in which the Commission
may authorize aid to shipyards within the Community. The same applies to the way
in which the Commission examines some of the aid granted in the textile industry,
notably in Belgium and the Netherlands. However, it should be noted that such aid
authorizations are regarded as exceptional, and in the steel industry for example

the Council has decided that they must be abolished by 1985.

The purpose of measures taken in the social area is to facilitate the re-
training of workers and to reduce jts impact on their incomes; thus, in the ship-
building industry, the European Social Fund (ESF) has provided assistance for some
7 000 persons in three Member States (D, I, UK) in order to increase the vocational
and geographical mobility of the labour force; the Commission also presented the
Council with a proposal aimed at helping to maintain the income of elderly workers
affected by restructuring measures in this industry, but the Council did not
endorse it and the gquestion is being re-examined by the Commission. In the steel
industry, on the other hand, the Council authorized the Commission, on 24 June 1981,
to contribute under the ECSC Treaty to the financing of payments made by Member
States in connection with early retirement measures (effective up to the end of

1984) and part~time working measures (for a period up to 30 June 1982).

Other industrial sectors, such as the motor vehicle industry, or service
sectors, such as distribution, have until recently had a particularly high Level
of growth based on the steady rise in Living standards and expanding export markets.
The increase in international competition and the sjueeze on private households’
incomes during the past number of years have seriously affected
these sectors making 1t more difficult for them to carry out the necessary ad-
justments to changes in technology, in the cost of energy and, more generally, in
new conditions of production. For example, the Community motor vehicle industry
saw its production and exports fall, in volume terms, by 9% and 8.4% respectively
between 1979 and 1980, while imports grew by 9.0%.

Community policies in these sectors initially consisted in informing Euro-
pean producers of market conditions and trends, in improving the operation of the
single market and, where appropriate, in bringing the Community's financial ins~

truments to bear.
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Thus, in June 1981, the Commission adopted a communication on the structures
and outlook for the European motor vehicle industry. This was a study of the
jndustry containing, firstly, a very detailed analysis of the situation and of the
problems involved in increasing its international competitiveness and, secondly,
guidelines for coordinated measures to back up the efforts made by the Community
motor vehicle industry to improve its competitiveness, facilitate adjustments and
develop an appropriate economic environment. More specifically, the Commission has
continued with the harmonization of rules at Community level, putting forward the
jidea of "Community type-approval' with regard to technical specifications, which
would make the approval of a vehicle in one Member State valid throughout the rest
of the Community. It has also pressed the Japanese authorities to remove non-
tariff barriers to imports into Japan and, at the request of the Council, it has

started statistical monitoring of imports of Japanese cars into the Community.

Lastly, although Community financial assistance to the motor vehicle indus-
try has so far in most cases been in response to regional or social needs, its
impact in quantitative terms has been significant, amounting to 5% of investment.
The share of ERDF assistance in the financing of investment to which it contributed
amounted to nearly 7% between 1975 and 1980, and ECSC loans financed up to 50%

of the cost of the operations concerned.

The Community has also embarked on measures involving sectors with future
potential. There was no question of the Community acting in place of industry or
the market in picking out activities with future potential as opposed to those
considered to be more traditional, but rather of wing the economies of scale pro-
vided by measures in the general interest carried out at European level. Two types
of measures have thus been given priority : the stimulation of research and develop-
ment and the extension of transnational cooperation in data-processing, electronic

data transmission, aircraft and aerospace, biotechnology and new sources of energy.

Community assistance towards research and development ranges from the organi-
zation of meetings for groups of scientists to the financing of programmes such
as pilot projects relating to new sources of energy, in connection with the object-
jves set by the Council on the long-term security of primary energy supplies,

helping European industry to become more competitive and the protection of the
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environment. However, over and above research proper, the Council has, for
example, drawn up a multiannual programme (1979-83) on data-processing covering
both general measures (standards, public contracts, assessment of the effects
of the new microelectronic technology on employment) and industrial promotion
measures relating to the production of the future generation of complex integrated
circuits, software and the application of data-processing systems and equipment
that are in the Community interest. The Community communication system known as
DIANE (Euronet) is one of the first specific results of the implementation of
this approach. Parallel to these measures carried out at European level, the
Community promotes the development of projects involving two or more Member
States, with considerable success in the aircraft or aerospace industry in

particular within the framework of the European Space Agency.



\b%

8.13
(Chapter 8 : box No 1)

Agriculture

General economic trend and structural adjustments : Community agricultural
production increased, between 1973 and 1979, by about 1.5% a year with a
fairly sharp acceleration in growth during the last few years. The increase
in production was obtained through more intensive use of the means of pro-
duction, resulting in an increase in intermediate consumption, especially
after 1977, and reducing the average growth of value added in the sector to
nearly 0.5% a year for the period 1973-79

Although the rise in production seems to have been determined more by de-
cisions taken under the common agricultural policy, the fixing of prices and
weather conditions than by the general economic situation, the state of the

‘ economy has markedly influenced the annual rate of reduction in the number

of persons employed in agriculture. The rate of reduction was 4 .8% during the
| period 1968-73, but fell to some 3% between 1973 and 1979, mainly because of
fewer employment possibilities elsewhere for agricultural workers wishing to
| leave the sector. Productivity growth accordingly slowed from 7.8% a year in
the years before the crisis (1968-73) to 4.5% after 1973.

The slowdown in the growth of per capita output was not the only factor curbing
the rise in agricultural income. The very appreciable increase in the prices

of intermediate products, exceeding that in production prices, resulted first
in a fall in "real income" per person employed in 1974, followed by slow

growth up to 1978 and a further drop thereafter.

Though the financial situation was hardly favourable, structural changes have
continued. The proportion of agricultural value added accounted for by invest-
ment rose steadily, despite the rising cost of borrowing. At the same time, the
size and production potential of the average farm in the Community are continuing
to increase. However, because of features specific to a sector heavily influenced
by non-economic factors and managed under an agricultural policy whose social
aspects influence price determination, prices and incomes do not have the same
jmpact on adjustment as in the case of most other branches. Some 70% of agri-
cultural products are covered by a system which guarantees both markets and

| prices, and this increases the risk of structural surpluses and imposes a

| burden on the Community budget because of the payments that have to be made

| from the EAGGF Guarantee Section.

At the same time, progress has been achieved in the common policy to improve

| agricultural structures. Since 1 January 1980, the EAGGF Guidance Section has

| had a total budgetary appropriation of 3 600 million ECU available for a five-
year period to help in the financing of agricultural restructuring, this amount
being supplementary to national expenditure. The Commission has urged member
countries to give fresh impetus to structural policy, by updating existing
measures and by initiating new measures along regional Llines.

The Commission's report under the Mandate of 30 May contains proposals which
should also influence structural adjustment. In particular, the Commission re-
commends that :

- policy on prices should be shaped in such a way that Community prices
reflect market realities and thus come more into Line with prices in the
main competitor countries;

- producers should, more than in the past, be brought face to face with the
reality of the market with regard to the potential for marketing their out-
put, which means that there must be financial participation on their part
or that the intervention guarantee in the event of structural surpluses
should be limited.
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(Chapter 8 : box No 2)

0il and energy

In two successive shocks, 1973=74 and 1979-80, the price (fob) per barrel of
crude oil imported by the Community rose from less than 3 3 to 8 36, thus in-
creasing by a factor of 13.8. These savage increases have given rise to ad-
justments on a very uneven scale, and, although the adjustments have in parti-
cular allowed a considerable reduction in the votume of net oil imports, they
have not been sufficient to offset the price effects : the Community's oil
bill has risen from § 12 600 million in 1973 (1.2% of GDP) to 3 106 000
million in 1981 (some 4% of GDP).

In order to cope with the energy constraint, member countries have taken steps
to boost their investment programmes with the aim of developing national energy
production, substituting other sources for oil and restructuring demand so as
to increase energy efficiency. However, the growth of energy investment has
remained very moderate for the Community as a whole, rising from 1.4% of GDP

in the period 1968-74 to 1.6% of GDP in the period 1975-80 (equivalent to 7.7%
of total GFCF), though these average figures mask sharp differences between
countries, with energy investment ranging from 0.9% of GDP in the case of

Italy to 2.8% of GDP in the case of the United Kingdom during the second period.
Member countries have also begun to introduce price policies which encourage
energy production, the use of desiraktle substitutes and energy conservation.
However, the impact of the price rises on the final consumer has in most cases
been spread over time because of the time lags in the adjustment of specific
taxes on petroleum products. In addition, many technical or administrative
measures designed to regulate the use of energy (heating, transport, etc.)

have been adopted in all Member States.

Throughout the whole of the period 1973-80, energy consumption in the Community
remained below or very slightly above - with the exception of 1979 - the 1973
level, while GDP grew by an average of 1.9% a year. 0il consumption fell by
some 100 million tonnes, or more than 17%, during the period 1973-81, and this,
given the growth of North Sea oil production in the United Kingdom (up 87
million tonnes), explains the reduction in the volume of net imports from

585.8 million tonnes in 1973 to 389 million tonnes in 1981.

The Community's dependence on oil imports thus dropped dramatically from 61.7%
in 1973 to a forecast 41.3% in 1981. The share of oil in energy consumption was
cut from 60.5% to 50% during the same period. It might be pointed out here that

the main energy objectives which the Community has set itself for 1990 are to :

- bring down to 0.7 at least the ratio between the growth rate of energy con-—
sumption and the growth rate of GDP;

- reduce the share of oil in energy consumption to about 40%;

- rely on solid fuels and nuclear energy to cover 70 to 75% of primary energy
requirements for electricity generation.

The first examination of Member States' progress in pursuing these objectives
highlighted the need for greater national effort. The key factor in this con-
nection will be the volume of energy investment up to 1990 : Member States'
current programmes provide for some 500 000 million ECU between 1981 and 1990,
equivalent to 2.2% of GDP (10.1% of GFCF). However, in contrast to what has
been the pattern in the past, most of the additional investment is to be
concentrated on the use of alternative sources of energy in power stations and
on energy conservation and is therefore subject to uncertainty and very depen-
dent on the general economic situation. It is therefore necessary as of now

to combine judicious price and taxation policies with possible financial sup-
port at national or European level. This question is at present being examined
within the Community institutions.
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8.17

(Chapter 8 : Box No 3)

The steel industry

Since the first oil shock (1974=75), the Community industry has been involved
in a rapid process of adjustment, against a background of a substantial dete-
rioration in the industry's relative position, with :

- 2 17.9% fall in crude steel production from 1974 to 1980;

- a 180 000 reduction in the workforce between 1973 and early 1981;

- a decline in its share in world production from 21.9% in 1974 to 17.8% in 1980;
- a 13% increase in crude steel production capacity between 1974 and 1980;

- a drop in capacity utilization rates from 80% in 1974 to 55% in 1980;

- a 40% contraction in investments at current prices between 1975 and 1980.

The Community's trade balance in steel remains comfortably in surplus, but the
ratio between imports and exports (in tonnes) of ECSC products rose from 30%
in 1975 to 41% in 1980. At the same time, imports rose from the equivalent of
5% of total crude steel production (tonnes) in the Community in 1975 to 7% in
1980. However, the trend of the Community's baltance of trade in steel products
shows growing specialization on the part of the Community steel industry, with
greater concentration on more sophisticated products, resulting in a relative
increase in the value added of exports compared with that of imports. Since
1977, Community restructuring policy has consisted of measures designed to
facilitate the reorganization of the productive apparatus and the retraining
of workers, while leaving it to firms to decide on their own modernization

and rationalization. These measures were accompanied by a self-discipline
agreement between the main steel companies, notably with regard to production
and prices. This voluntary agreement reached under the auspices of Eurofer
broke down in May 1980 under the pressure of growing excess capacities.

So as to prevent a total collapse of a large part of the Community steel
jndustry, a mandatory system of production quotas applying throughout the
Community was introduced in October 1980 on the basis of Article 58 of the
ECSC Treaty. A series of bilateral agreements with the major suppliers outside
the Community, covering some 75% of Community steel imports, was gradually
completed. This system of quotas, which were fixed quarterly for each under-—
taking was restricted in its duration; on 1 July 1981, it was replaced by a
system of voluntary commitments entered into by steel companies, except in
the case of certain products. The strategy which emerged from discussions
between the Commission, the Council and the Parliament during the first half
of 1981 is as follows :

The main obstacles to improving the profitability of undertakings are at

present excess capacities that outstrip demand and the massive use of govern-
ment assistance enabling recipient undertakings to pursue a policy of unfair
competition. In March 1981, the Commission was given the task of establishing

a new code of discipline on government aid, which is to be progressively
abolished by 1985 at the latest. Until then, aid will have to be accompanied

by effective restructuring in order to obtain authorization from the Commission.

Further, the Commission was given the task of asking undertakings to submit
their medium—term restructuring plans so that it could examine the trend of
jnvestment, including contributions from public funds, the trend of capacities,
etc. The Commission is now preparing further decisions on this question.

Lastly, with regard to social security, the Community will contribute to some
of the expenditure (part-time working, early retirement) incurred in connection
with restructuring.
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Table 8.1
Sectoral structure of value added, employment and investment
)
' EUR-6(1)
VALUE ADDED (2 EMPLOYMENT ¢ GFCF 4

1973 1979 1973 1979 1973 1978 1979

AGRICULTURE 4.2 3.9 8.6 7.2 4.2 4.6 4.4
FUELS, POWER PRODUCTS 5.2 5.6 1.7 1.7 6.7 8.2 H
MANUFACTURED PRODUCTS 30.5 29.4 30.2 27.9 18.7 16.5 H
INTERMEDIATE PRODUCTS . 6.5 6.4 4.9 4.5 6.2 5.0 :
Metal minerals 1.9 1.7 1.5 1.3 2.4 1.4 :
Non-metallic minerals 1.8 1.7 1.7 1.5 1.6 1.2 H
Chemical products 2.7 3.0 1.7 1.7 2.3 2.4 :
EQUIPMENT PRODUCTS 12.0 1.7 12.6 11.9 6.2 6.3 H
Metal products 3.0 2.7 3.1 2.8 1.4 1.1 :
.Industrial machines 3.0 2.7 3.0 2.8 1.3 1.3 :
0ffice machines 0.7 0.9 0.8 0.7 0.6 0.6 :
Electrical goods 2.6 2.8 2.9 2.7 1.2 1.3 :
Transport equipment 2.7 2.7 2.8 . 2.8 1.7 2,0 :
FOOD,BEVERAGES, TOBACCO 4,3 4,2 2.9 2.8 2.4 2.1 :
CURRENT CONSUMPTION GOODS 7.8 7.1 10.0 8.7 4.0 3.1 :
Textiles,clothing,leathers 2.9 2.5 4.8 3.9 1.2 0.8 <
Paper . 2.1 1.9 1.9 1.8 1.0 1.0 :
Rubber,plastic products 1.2 1.1 1.1 1.1 0.6 0.5 :
Other manufacturing products q_7 1.5 2.1 1.9 1.1 0.8 .
BUILDING, CONSTRUCTION 7.6 6.6 8.5 7.8 2.0 1.8 :

MARKET SERVICES 39.7 41,6 34.1 36.8 S4.1 55.7 55.3

NON-MARKET SERVICES 12.8 12.9 16.9 18.7 14.2 13.2 13.1

TOTAL 100.0 100.0 100.0 100.0 100.0 400.0 100.0

(1)EUR 6 : B, D, F, I, NL, UK

(2)Gross value added at market prices at 1975 prices and exchange rates

(3)Total employment

(4L)GFCF : gross fixed capital formation by ownership branch at 1975 prices and 1975

exchange rates

Source : Commission departments
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' —————————————————— - ap o0 a8 e e w o= - G S WD G G G e -—-——-‘--—-r— --------- - . -
( Table 8. 3 EUR 6 (1) |

Export/Import ratios in trade with non-community countries (2) |
! (Yearly Averages) |
e e T T T mrmm—————— e —————————— rm—————— ——m————— |
| 70-73 74-75 76-79 1977 1978 1979 |
| " !
| AGRICULTURE » 14 17 16 14 17 191
T T T . e me———————ee ——————]
| FUEL,POWER PRODUCTS =* 14 .11 14 14 15 o161
--------------------- v—---—---———-——-—————--—--*--—-q————-————------—'
| MANUFACTURED PRODUCTS * 1, 45 1.67 1.56 1.63 1.59 1.44]
————————————————————————————————————————————— -——-——q—-—————-—-—-—---‘
IINTERMEDIATE PRODUCTS * 1, 25 1.63 1.52 1.51 1.66 1.471
———————————————————— »-—————————————--——-———--—--———w--—-—————---—---|
IMETAL MINERALS 74 1.10 98 95 1.16 1961
I NON-METALLIC MINERALS 1,12 1.18 1.16 1.12 1,22 1.061
| CHEMICAL PRODUCTS 2,32 2469 2.47 2.58 2.51 2.351
‘ ---------------------------------------------------- LA X L K KX X X X T 3 - e o '
| EQUIPMENT PRODUCTS * 2.92 3.03 2,65 2.88 2.48 2,301
'-—-—--------_-- ------------ T e o e e D G s An S e M B S WS e e OB LA K A A K X X K J --------‘
} METAL PRODUCTS 2,33 2.37 2.39 2:59 2.51 2,011
| INDUSTRIAL MACHINES 3.87 4.40 4,02 4.31 3.97 3.581
{OFFICE MACHINES 1.320 1.24 1.08 1.17 1.04 971
| ELECTRICAL GOODS 2.17 2.02 1.93 2.04 1.94 1.701
| TRANSPORT EQUIPMENT J.93 4.14 3.18 3.51 2.48 2.661
e e e e et e |
'FOOD BEVERAGES TOBACCO * ,48 + 60 «69 164 «70 2701
b e e e e e e e l
I CURRENT CONSUMPTION GOODS* 82 e 729 78 «82 «82 o741
T EXTICES SCLOTRING ~ === === === ===s---ceomeeeo—cee i ittty '
'LSSGERS 1.195 96 +80 83 +83 741
| PAPER 41 «39 45 +47 49 441
IRUBBER,PLASTIC PROD. J.47 4.45 3.13 3.30 3.06 2.681
JOTHER MANUFACTURING .50 56 6b .70 071 671
'muc'm -------------------------------------- - e e wn QP ----------- -----'
IMOTOR VEHICLES 13.81 10.05 S.11 5.39 4,33 J.611
LOTHER MEANS OF TRANSPORT1 42 1.67 1.65 1.87 1,09 1.55:
- 2 e o e e e B o S e S e 0 e 0 o —————— - ——————
ITEXTILES, CLOTHING 1.03 +89 o739 80 77 + 681
ILEATHERS, FOOTWEAR 1.98 1.44 1.11 1,16 1.14 «971
| = v icme e e -, ————————————— - o o e [
IWOOD, FURNITURE 19 26 32 e 34 ¢33 « 301
| cec e cc e ————— o e e e e o o e e e e i e e - e e e e {
JOTHER 1.15 1.02 1.11 1.19 1.11 1.131
R T T T p—— e ceceeeee e ccca————— rem———————————— [
JTOTAL TRADE IN GOODS 97 92 94 96 «99 «901
R e - e o Perea e ————-oo |

(1) EWR 6 : B, D, F, I, NL, UK

(2) Export/Import ratio : exports/imports in trade mth non-Community countries
at current prices and exchange rates

Source : Commission departments
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9. Some structural properties of subsidies, investment incentives
and energy taxation o ‘ '

There is general agreement that economic policy has now to give heavier

weight to remedying the structural weaknesses of the European economy. Unfor-
tunately there is no escaping the fact that this means inpractice, studying a

vast number of complex mechanisms whereby public finance and regulations

already promote or dampen the structural evolution of the economy. The present
chapter makes anecessarily selective and highly summarised contribution to this
subject, concentrating on three major aspects: firstly, the structure and size

of subsidies, secondly, the nature of investment incentives, and thirdly, the
evolution and relative levels of taxation of energy consumption. The relative
importance of subsidies compared to GDP tended to increase in the 1970s reflec—
ting extending government intervention while the overall economic situation
worsened. Especially subsidies for housing and transport proved to be increa-
singly expensive. The increase and weight of current subsidies suggest that
income and activity maintenance subsidies outweighed measures stimulating
structural adjustment. The share of investment grants stayed near to 1 7%of GDP

in the Community. A number of countries modified their tax depreciation allowance
provisions balancing,at least partly, the negative impact of inflation and profit
squeeze on business financing structures. Other investment incentives and subsi-
dies like tax reliefs, debudgetized Loans, credit guarantees and protectionist
measures are highly opaque. Excise duties on gasoline, diesel and heating oil have
bzen augmented in most member countries over the Last months remaining in real terms
nevertheless below 1973 Levels in most cases. Higher real oil prices and in some
cases higher value added tax rates led to higher charges per litre. For final users
the combined total real tax charge of excise duties and VAT together reached or
exceeded levels observed in 1973,

9.1 The structure and size of subsidies

The notion of subsidies is often used in ways embracing rather different
interpretations. From an‘economic angle, the following wide definition
appears appropriate : Subsidies are direct or indirect payments

other +than those normally made for goods, services, and production
factors supplied to a firm or a factor owner, conditional on some action by the

recipient and designed to induge a change in relative prices.The broad coverage of
this economic definition is illustrated by the fact that it would include the
subsidy equivalents of measures regulating prices and market entry, of tariff
and non-tariff barriers to free trade, of preferential credits and credit ga-
ranties, of tax reliefs or deferments, and direct government transfer. payments
to the business sector. The most narrowly defined concept at the other end of

the scale is the one used in national accounts statistics including mainly proe-
duction, export, import and interest rate subsidies as well as coverage of

current trading losses of public enterprises, recorded as current transfers by

government tc production units (private and public enterprises).
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9.2

A somewhat broader concept, also often used, adds (unrequited, non-recur-
rent) government capital transferts to the business and housing sector,
including mainly investment grants, debt amortization and cancellation,
and coverage of losses accumulated over several years. The development of

subsidies according to this concept will be described below.

Table 9.1 gives the development during the 1970s of subsidies defined‘as
current and capital transfers toproduction units. A clear upward trend prevailed
in nearly all Community countries. In 1978 subsidies amounted to 65.000 million
ECU or 3 3/4% of GDP in the Community, 3/4 % points higher than at the
beginning of the 1970s. The increase was particularly strong in Belgium (2 %
points), Ireland (5% points) (1), Italy (1 1/2 %points), and Luxembourg
(3% points). In all countries this trend resulted mainly from rapid
growth of current transfer payments to the production sector (subsidies narrow-
ly defined as in national accounts statistics; see table 9.2). While it would
have been interesting to know what role interest-rate subsidies for invest~
ment and other purposes played in these develoments no reliable figures on this
subject are available. It seems, however, that they are used to rather diffe-

rent degrees in individual member countries.

The increase of current transfers appears to be much smaller if one
looks at subsidy figures derived from national budgets, because since 1971/73
a substantial part of agricultural subsidies has been shifted from the national
to the Community level. Current transfer payments of national governments alone in-
increased only slightly from 1,6 to 1,9% of GDP for the Community as a whole with a
constant share in Germany,a decline in.Denmark but more or less substantial increases
in all other member countries (see table 9.2 lower part). Series excluding
subsidies paid by Community institutions are however misleading, given the
transfer of competence for a traditionally subsidized sector from the national
to the Community budget. A declining share of national subsidies under these
conditions may nevertheless involve an increasing share of those subsidies
remaining in the sole national responsibility. Thus Community subsidies

have been included throughout this chapter.

(1) For Ireland this increase was largely a side-effect of agricultural pot1cy
However, even after substracting current EC transfers to Ireland (1,4 % in
1973 and 5,6 % in 1979) a significant increase of 3/4 to 1 %of GDP between
1973 and 1979 remains.
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Information on the composition of subsidies by recipient sectors or
branches generally proves to be surrounded by a number of substantial difficul-
ties. Subsidies not targeted at special sectors are often difficult to attribute
statistically; moreover, recipient sectors are not necessarily those who are
intended to benefit from financial aid. Available data on the sectoral compo-
sition of subsidies which is much affected by institutional factors by country,
are therefore not always compatible. Bearing these limitations in mind
table 9.3 gives estimates for seven member countries of the orders of magnitude
of the relative shares of financial aid going to housing, agriculture, transport,

and industry and trade. These figures convey the following general impressions:

- the overall structure of subsidies varies widely between member countries,
reflecting to a Large degree different structural problems and long term

policy choices.

- the transport and communication sector is one of the top aid recipients in
all member countries. Subsidies paid to this sector have increased rather
rapidly; their size compared to GDP varies widely from somewhat Llike a half
percent in the UK to 2 1/2% in Belgium and Italy. In the latter two coun-

tries the transport sector is by far the biggest aid receiver.

- agriculture subsidies, determined by the combination of Community policies,
additional national aids, and the relative weight and structure of this
sector in national economies, in some countries outstrip visibte aid to

industry while remaining far below industrial aid in others.

- subsidies for housing, also absorb rather different amounts of financial
resources, varying between negligible amounts in Italy, a third to a half
percent of GDP in Belgium, Denmark, and Germany and 1 1/2% in the UK.

These figures reflect only general government subsidy expenditures excluding
tax expenditures which are structured rather differently in member countries.
High housing subsidies for the UK result mainty from measures aiming at.
reducing rent payments of Low income groups occupying dwellings owned by local
authorities. Other countries may in fact pursue similar aims through rent
regulation, subsidizing the supply of dwellings through tax reljefs, or

transfer payments to low income households.

- industry and trade, finally, are generally found to have received between 3/4
to 1 % of GDP as direct subsidies in 1977/78. These subsidies are highly
concentrated on a few branches with different weights in individual member

countries. An example is the coal mining industry (see table 9.4), which

.
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obtained a subsvdy volume of 0,4% of Commun1ty GDP 1n 1980 rang1ng from 0,1 %
for the UK to 1,1% for Belgium. Other 1mportant rEc1p1ents have been ship-
building, shipping, steel, aircraft and computer industries.

The description of subsidies so far has focussed on statistically
recorded government expenditures. There exists however a number of other
financial aid instruments which may be used as substitutes for subsidies.

In some countries especially Belgium, Italy and the UK, government loans,
equities and advances are an important tool for injecting money into selected
branches or firms. The subsidy value of these sometimes rather important
capital flows depends on the extent to which they are accompanied by prefe-
rential interest rates or rebates and later write-offs. Moreover, credit
guarantees are used as a substitute for government loans to business. Where
used as indirect financial aid to ailing firms,both general government loans
and guarantees for bank credits may only delay recorded budgetary subsidies
and accelerate their growth in the future when these loans have to be

written-off, or guarantees have to be honoured.

Tax reliefs, taking the form of preferential tax rates or allowances
deductible from the tax base for corporation tax and other business taxes,
personal income or social security contributions are other indirect forms of
subsidies. For Germany the 1979 subsidy report evaluates business tax savings
at 13.000 million DM or nearly 1% of GDP. An estimate of tax expenditure in
favour of the Belgian business sector shows a rather rapid increase for the
1970s, reaching in 1979 a size comparable to direct subsidies (1,1 %of GDP).
The UK "Government's Expenditure Plan' document of March 1980 estimates the
combined impact of capital allowances and stock relief on corporation tax at
£ 5 500 million, to which have to be added another & 7 to 800 million for
unincorporated business (excluding public corporations). These tax reliefs
amounted to 3 1/4 % of 1979 GDP. As '"no attempt is made to distinguish reliefs
and allowances which can be regarded as part of the structure of the tax system',
one may assume that normal capital allowances have no part in the estimate.

But under the assumption of a 52 % standard corporation tax rate and "normal”
declining balance capital allowances of 25 %, the above mentioned indirect
subsidy would have amounted to only 1 3/4 7% instead of the 3 1/4 %Zof GDP due to
free depreciation for equipment and plant. While the coverage and the estima-

tion methods are very different, the results illustrate, however, that the
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size of indirect subsidies through tax reliefs are substantial and may well
be of the same order of magnitude as, or even higher than, recorded subsidy

expenditures for industry.

9.2 Investment incentives

There exists a wide range of instruments in Member States aiming at sti-
mulating or supporting structural adjustment. Some of them are relatively per-
manent features of tax. systems or financial markets, others are designed to be
.effective. .only over a shorter period of time. Such instruments with
direct budgetary implications can be usefully grouped under one of the three fol-

lowing headings :
- interest rate subsidies (often combined with credit guarantees or loans),
- grants or refundable tax credits, and
- tax policy measures including depreciation allowances and tax rates.

Each of these tools affects,although to different degrees, investment
determinants like Liquidity, profitability, and capital costs, while each of
these determinants can further be influenced by a variety of other policy measures.
Limited available data and the large variety of specific features of existing
schemes make general assessments about = the =~ effectiveness of incentives
rather difficult. Impact evaluations are accordingly not numerous. The actual
shape and use of these instruments therefore depends to a high degree on existing,

historically determined structures and policy preferences.

Interest rate subsidies and investment grants are generally accorded on
a selective ba.is and often subject to discretionary decisions.In some countries
they are an important instrument of regional policy. Incentives for regions in
Central and Nothern Italy rely primarily on interest rate subsidies while the
Belgian Economi¢ Expansion act of 1970 explicitly envisages low interest
rate loans. Generally interest rate subsidies are, however, primarily
used as an incentive or aid for special branches, individual firms, or specific
activities (e.g. housing, shipbuilding, export credits, R & p, capital support to
firms in difficulty) whereby a special Link to real investment is often absent or
rather indirect,as in the case of export credits and special aid schemes including

interest rate subsidies.
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Investment grants accounted for an average 1 %Zof Community GDP

in the 1970s, much less than current transfers. On average total gross
fixed capital formation (6D CF) was subsidised in this way by

rough(y 4% in the first half of the 1970s and by 5% since then.

Levels and trends varied substantially between member countries

(see Table 9.5 ), reflecting to a large degree the varying emphasis placed
on different instruments (lLike interest rate subsidies, investment grants,
and tax depreciation allowances). For example, in Belgium considerable
importance is attached to interest rate subsidies, and in Denmark limited
intervention takes place under the cover of regional policy. Interestingly,
countries with rather advantageous tax depreciation allowance provisions and
high inflation accorded also high investment grants (Ireland, Italy, UK).
Notwithstanding the wide differences in level, Belgium, Denmark, Germany
and the Netherlands all doubled their respective volume of investment grants
relative to gross fixed capital formation, while the UK reduced it. A major
explanation of these opposing trends are shifts of policy emphasis over time
between investment grants (or refundable tax credits) and tax depreciation
allowances. Thus, the decline in investment grants in the UK and in Ireland
in the first half of the 1970s, was a corollary of the introduction of extre-
mely liberal tax depreciation allowances for equipment and plant, while the
increase in the Netherlands since 1979 reflects a shift of policy preferences
in the opposite direction towards investment grants. In all these cases it
was intended, or it can be deduced by comparing changes of investment grants
and tax expenditures, that either the observed increase in grants was not com-
pletely offset by cuts in preferential depreciation allowances or that the
relative decline of grants was more than compensated for by better depreciation
allowances. The underlying trend of investment subsidies may therefore be

understated to some degree by available expenditure figures.

Financial regional policy aid, whose structure has not changed very
much on average in the Community but sometimes substantially in individual
member countries over the 1970s, reached approximately a quarter percent of
GDP in 1978. Roughly half of this consisted of investment grants, another
quarter of employment premiums, while the remaining quarter was mainly composed
of interest rate subsidies and tax reliefs (expressed in terms of discounted

subsidy values). As total investment grants in the Community amounted to 1 %
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of GOP only 10 to 20 % of investment grants reported by national accounts are
jmputable to regional policy, while more than 0,8 % of GDP must have been given
in the framework of other investment subsidy programmes Llike housing, public
transport, industrial and agricultural policy. While investment grants occupied
the first place in regional policy in most countries with the exception of Italy
the use of other instruments varied substantially between member States .
Employment premiums were used extensively in Italy, but other countries avoided
the use of this instrument in a regionally selective way. Interest rate subsi-
dies and soft loans ranked high in Belgium, Denmark and Italy. Tax reliefs
played a substantial role in France and Ireland and to some degree in Belgium.
The practical conditions under which investment grants are accorded vary not
only between, but also within individual countries. Grants may be subject to
profit tax or not, and they may or not have to be deducted from the book values
of investment, thus affecting depreciation allowances, tax payments and the
actual subsidy value of a grant. The most systematic approach towards invest-
ment grants differentiated by regions and types of investment, combined with a
special tax on investment to fight regional concentration was introduced in

the Netherlands in 1978. Community efforts to avoid over-bidding between
countries and regions have led to the limitation of the subsidy equivalents of
grants to 25%, 30%, 40% or in exceptional cases 75% of initial investment

costs, according to the gravity of regional disadvantage M.

Tax depreciation allowances have been used in all member countries as an
economic policy instrument for short and longer term purposes in the past. In
principle depreciation allowances are based on two general rules: Capital con-
sumption for tax purposes (a) is normally calculated on the historical costs of
eligible capital goods and (b) it should be spread in an appropriate way over
the Life-time of capital goods. 1In practice these principles have not ensured
approximately comparable provisions. The historical cost principle is widely
applied (in spite of widespread debate about the case for replacement cost
valuation in some countries), apart from occasional allowances
which exceed 100 % under special conditions. The spread of allowances over time,
on the other hand varies widely between countries depending on Life-time as-

sumptions, . advance allowances and depreciation formulae (see Table 9.6).

(1) See also: Eighth Report on Competition Policy, Brussels, April 1979, pp. 109
to 114; figures refer to total subsidies including those given per
job created through new investment.
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The United Kingdom and Ireland opted at the beginning of the 1970s
for a system of practically free depreciation for plant and equipment,
excluding further improvement except the introduction of allowances above
100 Z or a change from the historical to the replacement cost principle.
Denmark applies the aggregate book value system allowing an annual write-
down of up to 30 % for equipment and plant. The Life-time of jnvestment
goods becomes irrelevant for the spread of éllowances over time under
this system, which favours long-lasting plant and equipemnt. Italy allows

only straight-line depreciation (same percentage of original costs per

year) admitting however substantial general advance allowances of 15 % for each
of the first three years. Combined with favorable life~time assumptions, it
allows equipment and plant to be written off by Sb % and more within two years.
Other Community countries offer a choice between straight line and one or more
declining balance methods (fixed percentage on residual book-value of indivi-
dual investment goods), generally less favourable than the systems applied by
the above~mentionned countries.

Assumptions about the life of investment goods, where relevant, are often
negotiable, and seem to vary substantially from one country to another at the
Level of individual goods. Average Life-time calculated over 40 types of
equipment goods (unweighted) points towards figures varying between member
countries from 7 1/4 to 9 1/4 years with Italy and France at the Llower and Bene-
lux countries at the upper end. Life~time assumptions for industrial buildings
vary from 20 to 50 years between countries. To a significant degree, however,
these discrepancies seem to be compensated for by advance depreciation allo-

wances in countries assuming a long life-time.

Generally tax depreciation allowances are less used in a selective way
than interest rate subsidies and investment grants. Nonetheless there exists in
some member countries a preferential treatment of investment in energy saving
and production, R & D, environmental protection, and regional policy. However,
the primarily global use of depreciation allowances does not mean that actual
systems have not substantial structural effects. It appears that capital cost
recovery rules are often biased in favour of machinery and equipment and against
non-residential buildings (1). Buildings benefit generally only from straight-
line depreciation allowances, while machinery and equipment is mostly eligible
for declining balance depreciation. 1In other countries, Like the United
Kingdom, initial allowances for buildings are lower than those for equipment

while office buildings are not eligible at all (so also in Ireland and Denmark).

(1) see IMF-Survey, April 20, 1981 p. 118 and October 27, 1980 p. 333/4.
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Oon the other hand one country in the Community, Italy, applies the same

provisions to equipment and business buildings (see table 9.6).

Appraising depreciation allowances on the basis of their nominal rates
alone may, however, be misleading. How favourable they actually are in economic
terms depends on marginal income tax rates (for unincorporated business), cor=-
porate tax rates, and other taxes on capital costs or capital income. In fact,
tax depreciation allowances are the more important, the higher tax rates and
vice versa (e.g. with tax exempt income,depreciation allowances for related
investment are irrelevant) because it is the level of profit tax rates and
depreciation allowance provisions which determine together the extent of
temporary tax savings. How far corporate tax systems vary between member coun-
tries with respect to standard tax rates, treatment of distributed profits,

and double taxation is illustrated by table 9.7..

Standard corporate income tax rates in member countries vary between
36 % in Italy and 56 % in Germany, with a special rate of only 10 % on
manufacturing industries' profits in Ireland, and reduced rates for profits
below certain ceilings in the UK, the Benelux countries, and Ireland. In all

countries, with the exception of Germany, standard corporate tax rates tend

to be below the higher idincome tax brackets. As it 1is a major pro-
perty - of -tax - systems including corporate and personal income taxes to

charge distributed profits twice, all countries with the exception of the
Netherlands and Luxembourg accord income tax credits to shareholders for cor-
porate taxes paid on distributed profits. Due to such provisions, sometimes
extremely complex,actual corporate income tax on dividends (and double
taxation) is excluded in Germany, Greece, and Italy and reduced to between
50 and 75 % of standard corporate rates in other member countries. The com=-
bination of standard corporate tax rates lower than the highest marginal
income tax brackets,together with a substantial double taxation of distri-
buted profits,involves for all countries, Germany excluded, a bias in favour
of self-financing out of retained profits,weakening the role of capital
markets. However, this does not apply to unincorporated, generally small

and medium sized firms only subject to personal income taxation.

Moreover, the effect of depreciation allowance provisions changes
with inflation, nominal interest rates and financing structures. Higher nominal
interest rates together with higher inflation rates tend to reduce discounted
real after tax capital cost recovery and make investment appear less profi-
table. The link between investment financing and inflation, while rather com-
plex in a framework of changing growth and changing composition of investment,
is illustrated by the following facts: Replacing an investment good in the

Community "after a ten years life-time required in 1970 on averagée roughly

o
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32 % additional financial resources beyond the recovered nominal capital
costs. In 1980, due to higher inflation, this ratio had increased

to 62 %, varying between 40 % 1in Germany and 75 to 78 % in Ireland

and the UK. Thus, replacing capital goods acquired in the past now
requires substantially higher amounts of nominal capital expenditure and
liquidity. As depreciation allowances are generally the most important source
of gross investment expenditure (e.g. 60 to 80 % according to balance sheet
figures for non-financial business in Germany over the 1970s) accelerating

or high inflation tends to put strains on financing structures. Firms may
thus be pushed to reduce the weight of investment with long recovery periods..
Apart from other factors like Longer term demand prospects, the combination
of high inflation and prevailing depreciation allowance provisions may well
have contributed to the observed weak jnvestment performance especially for
construction and capacity extension. This impact of inflation has been miti-
gated to some degree by higher investment grants, interest rate subsidies and
better depreciation allowances (see tables 9.5 and 9.6). However,grants and
interest rate = subsidies are generally selective affecting only certain parts
of total investment not chosen according to the impact of inflation. As it
appears that selective measures favour primarily firms and branches in
distress or notoriously in difficulty,the combined effect of higher inflation
and selective support measures tended to slow down positive adjustment , i.e.
the expansion of profitable activities. Measures Like changes of depre-
ciation allowance provisions and tax rates have been taken in several
countries. Among OECD countries, the most radical measures are

under discussion in the United States,including substantial simplifications
and incentives through a generalization of the existing investment tax credit
system and accelerated depreciation allowances. The latter will be achieved
by distinguishing - a few groups of goods with assumed Life-times of 3,5 or
10 years for equipment and plant, and 15 years for business buildings. These
changes are to be introduced progressively over the next few years to spread

the budgetary cost.

Investment incentives, interest rate subsidies, investment grants
and depreciation allowances have a number of properties d{stinguishing them from
each other with respect to (a) business Liqujdity, capital costs, and profits,
(b) the impact on government expenditure and receipts and (c) general economic

and social side effects, all relevant for policy choices.
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Interest rate subsidies paid out over a number of years primarily
reduce capital costs and trend to increase profits, but they have only
marginal effects on liguidity. As they are linked to credit financing they
are often combined with credit guarantees or special loan arrangements. The
budgetary impact of interest rate subsidies is spread over a number of years,
deferring subsidy payments for today's investment into the future. Selective
interest rate subsidies are not an efficient means of compensating for the
global effects of high interest rates, a profit squeeze or the devaluation
of depreciation allowances due to inflation. Their effectiveness depends
on the interest rate .ensitivity of fixed investment and therefore mainly
affects projects of high capital intensity or of a long Life time. From
a more general point of view, the real economic importance may be attached
to guarantees and loan arrangements channelling capital towards firms
which otherwise would not be able to obtain the funds needed (e.g. small and
medium sized firms or companies in distress), while interest rate subsidies
themselves are only a supplement of limited economic relevance in the context
of total cost and financing considerations =  Actual . gross interest cost
according to business balance sheet statistics varied between 3,5 (1978)
and 5,3 % (1974) of total costs from 1970 'to 1978 in Germany. - While
interest rate subsidies may well have an impact on capital cost calculations,
their weight in investment decisions compared to other factors like liquidity,
profits and demand prospects in an environment of high uncertainty and

inflation is unavoidably Limited.

Investment grants act simultaneously on liquidity and capital costs
in subsiding the purchase price of investment goods. They also tend to
increase present or future profits; the extent to which this occurs, depends
to some degree on technical details Like asset accounting provisions and
whether grants are subject to profit taxes or not. Compared with interest
rate subsidies there is no deferment of subsidy expenditure into the future
for the government budget. There may even be a partially compensating in-
crease of future tax receipts, if grants have to be subtracted from the

book values of subsidized investment goods (apart from real income effects).

Tax depreciation allowances are in general a rather complex instru-
ment. Their benefit is subject to the existence of profits, Llimiting their
potential benefits for new firms, and the size of relevant tax rates. A
more favourable treatment brings forward allowances from more distant

future accounting periods into the present, or nearer to it, leading to
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temporary tax savings, and this can be considered as an interest free credit
including some risk sharing between firms and the government with positive
effects on business liquidity, capital costs and profits. Depreciation
allowances do not increase government expenditure, but lower receipts.

Because the budgetary effactis spread over a long period, the budgetary impact
over time is difficult to estimate. Business surveys suggest that firms,

and especially small and medium sized ones, prefer this tool because it is
less subject to discretionary administrative decisions, red-tape and related
uncertainties and delays. The dependence of the economic effects of depre-
ciation allowances on tax rates means that firms producing no profits do

not benefit immediately from this incentive, while those producing high
profits may be stimulated most to invest in capacity extension or rationali-
zation according to longer term prospects. Better tax depreciation allowances
as an incentive to stimulate investment or to compensate for inflation induced
disincentives include therefore a stimulus for positive structural adjust-

ments through higher profitability and internal liquidity.

9.3 Energy saving incentives and taxation

Developments of crude oil prices since 1973 and the ensuing adaptation
of other energy prices imposed abruptly and repeatedly a far reaching need
for global and structural adjustments (see last Annual Review, chapter 1
and 7). Not only were business and private households called upon to change
their behaviour and their plans: governments also were confronted with the
need for political action to accelerate private adjustments especially
through incentives for energy saving and fuel switching, Llike energy taxation
and investment aids (major incentives for energy saving and fuel switching

investment, applied by member countries) are summarized in Table 9.8.

ALL Community countries have for decades been levying substantial
excise duties ( volume taxes ) on major refined oil products, affecting
primarily gasoline and diesel oil, and to a minor degree light heating oil
and residual heavy fuel oil (mainly used in industrial heating and power
stations). As excise duties do not respond automatically to price changes
their real weight in user prices tends to decline with crude oil price in-

creases and general inflation. Many governments up to 1977/79 were reluctant
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to increase energy excise duties sufficiently to prevent a decline of real

tax receipts from this source. Generally high inflation countries adjusted
excise duties more often than Low inflation countries suggesting that required
legislative measures are generally taken only when the real tax receipt loss
becomes substantial. This interpretation is supported by the fact that tax

adjustments were lLess numerous for Low taxed products (heavy fuel, heating

0il and even diesel oil).

Due to large differences in excise duty levels on gasoline and diesel
oil on the one hand and heating and residual fuel oil on the other hand, user
prices of Low taxed oil products increased more rapidly than high taxed ones.
This may have been another reason why low excise duties have been adjusted
more hesitantly. As a result of this complex policy adjustment process
excise duty charges per Lliter of gasoline remained suhstantially below their
real 1973 Llevels in some countries like Belgium, Germany, and the Netherlands,
while they kept pace with general inflation or increased even more rapidly
in others, especiaLLy Denmark, France and Italy. The real excise duty
charge on diesel oil declined in all member countries tc some degree, except
in Denmark, where a new energy tax was introduced in October 1977 which is
levied at a moderate rate also on diesel road fuel, but reimbursed to profes-—
sional users. Italy, where nominal rates have been cutby two-third, has now

together with Denmark far the lowest rates of all member countries.

Excise duties on Light heating oil remain rather low, ‘in spite of
increasing levels in nominal and real terms, generally significantly higher
than in 1973. Belgium and the Netherlands substituted higher VAT rates for
increases in excise duties on fuel oils. Belgium abandoned in October 1980
the excise duty on fuel oils and applies since the standard VAT rate on these
products instead of the reduced VAT rate. The tax burden is thereby shifted
to private consumption alone. Ireland introduced taxation of heating fuel oils
in 1976 by reducing the excise rebate on heavy oils other than road fuels.
Heavy fuel oil traditionally has been charged only with marginal or no

" excise duties at all especially in Denmark, France, Ireland and Italy. Other
countries raised lLow rates of 2 1/2 to 5 ECU per ton in 1973. Only two
countries, the UK and Ireland, adjusted their taxes on heavy fuel oil sub-

stantially since then. Denmark introduced a new relatively high excise
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duty on heavy fuel oil 1in 1978, allowing, however, firms to deduct 3t Like

VAT. The general impression in the fisld of anergy excise duties is one of

partial adjustment to inflation according
of

to budgetary needs, considerations
industral competitivity and energy policy recuirements. The situation

in summer 1981 as it emerged from these policies is given in Table 9.9.

wWhile for the business sector energy excise duties are of primary
interest because of their cost effects, private households' behaviour
towards energy saving is influenced by final user prices including VAT.
In fact, private households had to pavy not only higher excise duties but

also higher VAT due to higher oil prices, duties and VAT rates.

Total taxation of petroleum product consumption (excise duties and
VAT) in nominal terms have increased substantilly since 1973 (see Table 9;10).
In general the tax take per litreon low taxed heating oil increased relati~
vely more than that on gasoline or diesel oil, mainly because of the Link
between VAT, and before-~tax {real) product prices. In real terms (see Table
9.11) the total tax take per litre generally {with the exception for diesel
oil in Italy and gasoline in the Netherlands) has reached or exceeded its
1973 level, given the excise duty and VAT rate adjustments which occured
over the last 18 months in a number of countries. However, not only oil
product related but general VAT rates, too, have increased in all countries,
except France, since 1973. A constant or only somewhat higher total real
tax take means that petroleum products have not supported a significant
additional total tax charge to stimulate energy saving and fuel switching
in households. The major incentive has originated in most cases from higher

crude oil prices alone.

9.4 Community policies towards subsidies

Community policies on subsidies and investment incentives are governed
by principles for aids by states set out in the Treaty of Rome (articles 92
to 94). The general approach to the probiem set out in Art. 92 (1) 1is that
any aid granted by a Member State or through State resources in any form
whatsoever which distorts or threatens to distort competition by favouring
certain undertakings or the production of certain goods in so far as it affects

trade between Member States, is incompatible with the common market.
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Although these criteria are quite wide, in practise large blocks of
aids and incentives remain the sole responsibility of member countries.
Subsidies which do not affect intra-community trade Llike those for housing,
Llocal transport of passengers etc.. are not the subject of Community compe-=
tition policy. Moreover, as only aids favouring certain undertakings,
products or industries fall under Art. 92(1), measures applied to all enter-
prises within the country Like general tax depreciation allowance provisions,
however different they may be between countries, are also not a part of
Community competition policy. Nevertheless such aids may well warrant econo-
mic analysis of underlying financial incentives or disincentives and policy
recommendations at the Community tevel in so far as general economic policy

jssues Like employment and budgetary policies are involved.

Aids given for special purposes in the framework of regional and sec-
toral policy as well as projects of special Community interest may be consi-
dered by the Commission to be compatible with the aims of the common market
and benefit from one of the derogations set out in Art. 92 (3) a), b) and ¢).
Measures referring to such special purposes have to be communicated to the
Commission in advance and are examined by it before application at the
national level and described in the annual reports on Competition Policy.
Aids to continued operation are generally not admitted by the Commission,
while aids for new investment to facilitate or promote growth, productivity,
employment and structural adjustments may be considered to be compatible with

the common market.

Over recent years Commission services have annually examined and
taken a position on more than a hundred cases of all types of State aid envi-
saged or introduced by member countries. In three quarters of these cases no
objections have been raised. The remaining quarter of cases has been subject
to special procedures leading to additional enquiries, negotiations, and modi-
fications or withdrawal. Only in a few cases have formal negative decisions

been taken and published (1).

(1) see : Tenth Report on Competition Policy, Brussels 1981, p. 112
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Table 9.6 Corporate profit taxes, taz depreciol

Properties of
corporate- tas

Equipment snc plant

~#traight=tine or decling
balance Cmuitiplier s 25

= 198%: additienal 15 ¥altoe
gance on ir rmemat 10 -

=

pent (w gubsicy of 7,7 %)

8 ~-stancard rate:48%; .
= progressive rates of 33 to
48 X for profits up to 15
wio BF
=double taxation of divi-
dends reduced to half the
standard rete through tax

credit
0K - standard rate 40X -agﬁragate\d booh value atl B\
=no reduced rates for small wance of up to 30X 2

= 1981 to 1933 ddu.txr-na
tial atlowance of
valent to 3 X m:ksment
subsidy

and medium sized companies
(sme)

=double taxation of divi~
dends reduced to 3/4 of
standard rate through tax
credit

-tax free investment reservag
of up to 25 Xof annual tax-
able profits equivalent to
an advance allowance for
investment even before evei-
tually purchased

D -stardard rate : 56 %
distributed profits: 6% 7 t
“no reduced rates for SME gfx with weiie
~no double taxationof divi= "
dends, futly refundable tax .
credit (new system mtrodU‘
ced in 1977)

F ~-standard rate 50 X% ~straight Line or

~no reduced rates for SME ~declining batance mu

- double taxation of dividends 1,5 to 2.5 maximum
reduced to half the standard 20 1o 0%

rate through tax credit - praterentiel muiti

= straight-tine or e
~decitning ba e, b ]

2 to 3 fer snergy saving
investment
- 1987 to "83: 0%a

first year
tent 10 a

= free depreciation all
up to 100X in the first
yeor since 1977 I

IRL ~standard rate ¢ 45X

= reduced rate of 10X for
sanufacturing, replacing
former system of tax exesp~
tions for export protfits

- reduced rates of 35 to 45 % : -
for profits up to 35.000
punts

- doubie taxation of dividends
reduced to less than half
the standard rate through
tax credit

=only straight~line; e
however advance at
of 3 5 154 in atd
10 normal rates

I -standard rates @
’ state : 25 X
+ locat ¢ 15 %
= effective-rate: 34,252
~no reduced rates for SHE
=no double taxation of
cividends

~straight-iine or
wgerlining Lelsncs mul i

pliers 2

L ~standard rate: 40 %
~progressive rates from
20 to 40 X for protits up
te 1,3 mio LFR
- full double taxation of
dividends

K. ~standard rate : 4B X
~reduced rate : 45X for
profits up to 40.000 HfL.
~ full doubile taxation of
distributed profits

~straight~line or

- declining bat
muttiplisers {.t
naximim rates

- punher of ;rna‘w
spolighed in %
replased oY 3
soheme

UK - standard rate: 52 %
=reduced rates of 40 to52%
for profits up to 200.000&
=double taxation reduced
to 60 Xof standard u&e
due to tax credit

={irst year W
allowsnce; ai

frgusirial buildings

quvaure alla=

fed atpaight~Lline

oegrmel Stiatghield
3 “‘{uv 4 X

sty EIaht-il

9.21

lnvestm nt
grants

ral prﬂ ¥
instruments

1978 ¢ 0.7 Xoi GdP

4978 5 0,3 %ot GOP
touest €3 gure of alt

rwaatedl ¥
membar countries

1979 : 1,4 Lof GOP

1979 : 0,6 Xof Gop

ne 1678 1,5 of 6OP
to 8 %p.s.
allodsnces

L

1972 ; 3,9 %of GOP

5979 1 1,2 Lof GOP
{rapidly rising due
to subsiitution of
grants for tax mea-
since 1978}

1979 3 1 Xof S0P

advame
b ‘) 4

increassd

- jnvesiment grants

~interest rate subsie
dies

~tax reliefs

- ¢redit garantees

- investment grants

=-seft loans,

~aid for purchase cf
industrial tand and
buitlding

- {agour training aids

~ ipvestment grants

~ special sdvance allo-
wances for easiern
boarder regions

- investment grants
~tax reliefs

- soft (oans

~aid for purcnase of
industrial tand and
buildings

- investment grants
-tax reliefs

= labour training aids
= employment remiums

- empiryment premiums
~interes. rate sub
~investmut grants
~tax -eiiefs (exemption
from locul corporate
tav for new activities
during first 10 years)

- investment grants

-~ investment grants and
investment tax on
investment in central
areas

= tax reliefs

=&id for purchase of in-
dustriat land ara
buitdings

- investment grants
~interest rate subsidies
- employment premiums

= N
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Table 9.8
Main financial incentives for investment in energy saving.and fuel switching

~ $ituation May 1981

, _ , ;

H O0OUS I NG ) . B US I NES S

D oK

IRL

- NL

UK

Limited aids avaliable from some regional adminis- - Free depreciation; Additional interest subsidy of

trations, for thermal insulation{Wallonie) or for 1 % point over 5 years whithin framework of a more
double glazing in new buildings (Flanders) general incentiye scheme
30 % grant for renovation in rented dwellings ~Selective grants up to 40 % (Caverage 28X) for ener

max. 890 ECU, 20 X for owner occupied

gy saving in industry (processes + space heating);
projects with a payback of less than 2 years

excluded
25 % grant (max. 4785 ECU) or tax reliefs for -Soft loans (8,75 %) for energy related investment
renovation in private dwellings in industry, especially small and medium-sized
enterprises

Grants up to 72 ECU per toe saved; loans at redu- -2 %bonification for loans related to coal conversion;
ced interest rates; 30 Xgrants in public housing 25 X capital grant for additional cost of toal-using

equipment up to a maximum of 42 ECU per toe; special
depreciation allowance

33% grant (maximum 72 ECU for rencvation in «Up to 35 %Xgrants for approved capital expenditure to
private dwellings - reduce energy consumption in industry; loans from
: the EIB with national exchange rate guarantees
- -Loans from the EIB with national exchange rate
. guarantees

25 % grant (max. 3750 ECY) for renovation in pri= -
vate dwellings ’
Average 30 % grant (max. 1444 ECU) for renovation -10 to 15 X grants in addition to standard invest-
in private dwellings ment premium (up to 25 % for renewables)
66 % grant (max. 100 ECU) for basic insulation ; -25 % capital grant for the cost of Coal using boilers,

90 X grant (max. 150 ECU) for pensioners

up to a (normal) maximum of 930 ECU

Note:

The table given above summarizes the major investment incentive schemes for energy saving and fuel switching in
housing and business, applied by member countries. The listing does not include measures to promote district
heating in densely poputated urban areas at a larger scale (Denmark, Germany, France and the Netherlands) which
would require substantial private and public investment. Moreover, energy saving and fuel switching cannot be
separated in many cases.

The table iltustrates that investment grants limited by ceilings are the most widely used instrument. In addition
or alternatively direct and indirect interest rate subsidies (Belgium, Germany, France, Ireland, Italy) and
advance tax depreciation allowances (Belgium, france) are awarded. Estimates of budgetary charges from grants

and direct interest rate subsidies underline the wide differences which exist between member countries with
respect to implied budgetary expenditures varying between near to nothing and 0,4 % of general government expen-
diture. Actual budgetary charges may be somewhat higher due to advance depreciation allowances and energy related
R & D expenditures often difficult to identify and allocate to energy saving investment.

Source : Commission services
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