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THE ECONOMIC SITUATION IN THE COMMUNITY

The Commission of the European Communities presented its
report '"The Economic Situation in the Community'' to the
Council of Ministers on March 17, 1980. The report gives
both an economic assessment of the economic performance
for 1979 and a forecast for 1980.

MIXED RESULTS FOR 1979

In spite of the new oil shock, the performance of the Community economy
in 1979 was in several respects favorable, with a gross domestic product
(GDP) now estimated to have grown 3.3% in the Community as a whole.

The cyclical upswing which began in 1978 led to a stronger growth of
private investment than in any year since 1973. Capacity utilization

in industry increased significantly. Employment grew by 0.9%, again

the most positive result since 1973. Unemployment declined very slightly
in the course of the year, with a more pronounced decline in male
unemployment nearly offset by the increasing unemployment among women.

Money supply growth slowed down notably, from 12.7% in 1978 to 10.6% in
1979, with a large degree of fulfillment of national quantitative
objectives. Some progress was also made in efforts to reduce public
sector deficits. The aggregate deficit of all levels of government
reduced slightly from 4.0% of GDP in 1978 to 3.9% in 1979.

Intra-Community exchange-rate relations were more stable than in any
year since 1972. The average change in the exchange-rates of Member
States vis-a-vis the European monetary unit in the year 1979 as a whole
was 1.9%, compared to 5.2% in the average of the six preceding years.
Thus it may approximately be said that the first year of operation of
the European Monetary System (EMS) saw intra-European exchange-rate
instability cut by nearly two-thirds compared to recent experience.
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As regards external exchange-rate relations, the European monetary unit
appreciated in 1979 against both the US dollar and the Yen.

The oil price rise in 1979 (of nearly 50% in dollar terms, yearly average)
was in part responsible for the deterioration in price performance. After
the lowest rise in 1978 in seven years (6.9%), consumer prices rose on
average in the Community in 1979 by 9%, with a 12.4% rise in the second
half of the year (at an annual rate). All major components of the consumer
price index accelerated (food, services, rent, manufactured goods and
indirect taxes), albeit generally at rates far below that for energy.

The acceleration of inflation was not confined to the common impact of
the oil price rise. There was a renewed tendency for inflation rates
to diverge, with the gap between the least and most inflationary Member
State increasing from 10% in the fourth quarter of 1978 to 17% in the
fourth quarter of 1979 (consumer price data at annual rates); similarly,
the standard deviation of consumer price rises nearly doubled over the
same period. The greater exchange-rate stability was not, therefore,
underpinned by a better convergence of inflation.

The oil price escalation had led to coordinated steps to slow down world
oil demand. For 1979 the Community pledged to limit oil consumption to
500 million tons, 5% less than the original forecast and 2i% less than
the 1978 outturn. However, this target was not achieved, due in part

to the severe weather in early 1979 and to precautionary stock-building.
Gross inland consumption in 1979 is estimated to have reached 523 million
tons, 4.6% above the target.

OUTLOOK FOR 1980

The beginning of the new year saw further major oil price rises which
may mean an average increase for 1980 of some 60% (in dollar terms).
This has been taken into account in revised economic forecasts prepared
by the Commission services, which now suggest 1.2% growth for the year
as a whole.

These figures suggest that the economy may be more resilient to the new
oil shock than had been feared. While the oil price rises are a major
set-back, especially for price inflation and the balance of payments,
the impact on the business cycle is far from clear. The latest recorded
output figures still show a firmly rising trend. Leading indicators
(notably business surveys) suggest a turning-point for the Community as
a whole, but the range between Member States is wide (between France
for which little change in business sentiment is yet apparent, and

the United Kingdom where the outlook has clearly deteriorated substantially).
If the economy is to remain relatively buoyant, this would be due to
preparedness of households to continue to reduce their savings, and for
the company sector not to reduce stocks and to maintain their investment



plans. This would in turn depend on a combination of financial and
confidence factors, where the condition of the European economy is
certainly now better placed than after the 1973 oil shock.

However, the prospects for employment have worsened with unemployment
expected to increase from an average 5.6% in 1979 to 6.4% in 1980 for
the Community as a whole, and with the increases concentrated in
Denmark, France, ltaly and the United Kingdom.

The inflation forecast for 1980 has been set at 11.3% for the Community
as a whole and a further divergence of performance between Member States
is expected, with the highest rates of inflation, between 15 and 20%,

in Ireland, Italy and the United Kingdom.

The balance of payments current accounts have also clearly suffered from
the oil price rise, with the Community's total deficit for 1980 now
revised upwards from 4 to 14 billion European monetary units. The
financing of these deficits should not pose major problems for the four
larger Member States: Germany in particular is expected to account for
half the Community total. However, some of the smaller Member States
are now facing the overriding balance of payments constraints, notably
Denmark and lreland.

The macro-economic policy advocated by the Commission for 1980
implies continuing with policies to control money supply growth
strictly, to stabilise or cut public deficits (according to

Member State), to improve resource allocation in public and

private sectors and to prevent the oil prices from leading to
further inflation through resisting compensatory rises in nominal
incomes. A more active cyclical policy could only be envisaged

for a later stage if positive results as regards inflation were
assured and if economic activity were clearly found to be weakening
significantly.

A special emphasis has to be placed on:
- Energy Policy (in all Member States and at the Community

level). Efforts to produce alternative supplies and
economize in consumption more have to be increased.

- Budgetary Policy. |In many Member States severe public
finance policies have to be pursued as an unconditional
necessity, so as to reduce the strain of deficits on the
non-inflationary financing of the economy, and to improve
resource allocation in favor of productive investment
(this applies notably to Denmark, Ireland, ltaly, the
Netherlands, Belgium and the United Kingdom). In these
cases there is little or no room for the time being, for
counter-cyclical flexibility in budget policy. Without
a basically sound economic structure and a background of
reasonably stable price expectations, a 'flexible!
budgetary policy risks aggravating inflation without
improving employment prospects.
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Incomes. The oil price levy on household incomes has
been further, inescapably increased. While governments
may alleviate the impact on the poorest and hardest~

hit parts of the population, there can be no alternative
for the population as a whole to accepting the loss of
real income to oil producers so long as oil consumption
habits are not changed.

Balance of Payments. Member States in basically sound
economic situations (for example Germany) should accept

for the time being deficits on current account. Some
Member States in the most exposed situations (for example
Denmark and lretand) need to take urgent action to reduce
their deficits, especially through budget policy and income
adjustments. The Community itself has available ample
credit facilities to meet any foreseeable financing
problems as regards its Member States.

Monetary Policy. The maintenance or reassertion of firm

control over the monetary aggregates in the recent
conditions of rising inflation has naturally led to
higher nominal interest rates. However, for the
Community .as a whole this has only just enabled real
short-term interest rates to become positive again at

the end of 1979, while long-term rates remain on average
slightly negative. Where real rates of interest are
highest (Denmark, Belgium, Netherlands) there are
recognized policy needs to reduce public sector and
balance of payments deficits. In general, an easing of
interest rates can only be expected when inflation trends
are seen to be improving, which is not yet the case.
However, the trend in interest rates should be carefully
controiled so as to avoid an unduly severe impact on economic
activity.




Table : The Community economy 1978-80

1978 1979 1980 . 1978 1979 1980
GOP volume, % change private consumption deflator,X change
)4 0,9 3,1 -0,3 9,4 9,5 12,5
) 3,2 b4 2,1 ‘2,6 4,1 5,0
F 3,3 3,4 2,1 8,8 10,5 12,1
IRL 6,1 3,2 1,4 7,9 13,2 15,5
1 2,6 4,9 2,0 12,7 15,0 17,1
NL 2,4 2,3 1,0 4,4 4,7 6,8
B 2,6 3,0 1,9 4,5 4,5 6,9
L 4,5 2,7 1,8 3,5 4,5 6,5
UK 3,3 0,2 - 2,5 8,4 13,2 18,9
EC 3,0 3,3 1,2 6,9 9,0 11,3
unemployment rate, balance of payments
X civilian working population current account, billion ECU
DK 6,6 5,3 7,0 - 1,2 - 2,1 - 2,3
D 3,9 3,4 3,5 7,6 - 2,7 -6,9
F 5,3 6,1 6,9 2,9 1,7 - 0,1
IRL 8,7 7,9 7,8 - 0,3 - 1,1 - 1,3
1 7.1 7,6 8,5 4,9 4,6 1,2
NL "'2 l‘p3 ,4'5 - 0’7 - 0’7 - 0,9
B 8,3 8,7 9,2 = 1,2 = 1,6 2,2
L a,? 0,2 0,9 0,4 0,4 0,4
UK 5,7 5’3 6,8 - 1'0 - 3’8 - 2’3
EC 5,5 5,6 6,4 13,4 - 5,1 -14,2
public finance : general government
deficit, X of GDP money supply, % change
oK - 0,9 -1,3 -1,2 23 6,7 9,9 9,0
)] - 2,8 - 3,0 - 2,6 (M3) 11,0 6,0 6,0
F - 2,3 - 1,4 -1,8 (M2 12,2 13,5 12,0
IRL -10,5 -13,2 -11,2 (M3) 28,7 19,0 13,0
1 -10,6 -10,5 -11,5 (M2) 22,8 20,0 20,0
NL - 2,2 - 3,0 - 2,7 M2) 4,2 6,0 8,0
8 - 6,0 ~ 6,8 -7,5 (M2M) 9,5 6,5 6,5
L 3,3 2,7 1,2 : H :
UK - 4,2 - 3,5 - 3,4 £M3 13,3 11,7 11,5
EC - 4,0 -3,9 -4,0 12,7 10,7 10,4

Source: Commission services, based on information available up to 27th February 1980Q.
Data for Ireland do not take into account the budget announced on 28th February.





