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ECONOMIC PROSPECTS IN THE EUROPEAN COMMUNITY, L1973 : 42/71%

- 1 TIVEONNITIE
One of the major objectives of the European Community is to set wp an econonmic
and monetary union by 1980. The formative charter for the union was laid down
by the Council of Ministers,on a proposal by the Commission, in February-Harch
i97l. Its practical application ran'into a number of difficulties,including the
currency crisis of May 197l,and the American neesures of August 15 of the same
year. The Union was,however, given freshi impulse by the measures telen in

March 1972; and the Paris Svmmit in October,laid down é strict timetable to

speed up its establishment, an important item in which was the formaticn of

the Buropean Monetary Cooperation Iund by April 1,1973.(1)

For coordinating the national short-term economic policies,an iméortant instrunent
in the Charter is the annual report on the econowmic pésiticn of the Community,
finalised by Council on a proposal by the Commission, after consulting the
Furopean Parliament. The second of these reports is briefly summarised in the
first two parts of this note. The third conteins the anti-inflation resolution

adopted at the same meeting of Council.

I. Present position and prospects

4t the end of the sumer of 1972, the Community is enjoying rising economic
activity and an improved employment position. Costs and prices,hovever,are
8till rising very f st. Growth prospecis for 1973,both int C”L&thJ 1 and

internalyare nevertheless g00d.

-~ The present position is improved internationsily by the recovery in ihe

United States, and by the new exchange parities agreed at VWashingion on
December 19,1971, The increase in world trade bad the benefif,especially

in the first quexrter, of orders and deiiveries pestponed in 1671

(1) See Annexe -- the Summit monetary timetable
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on account of the disturbed state of markets. The Washington monetary
measures paved the way for a certain reflux of capital,which resulted in
a reduction in the deficit on the United States Balance of payments:

. Moreover, the agreement to narrow the margins of fluctunation between
the currencies of Community countries,promoted a greater cohesion among
the europeans; and 1ast July, meetihg in-London, fhey started work on
the preparation of a joint position to be adopted in fhture negotiations

on international monetary problens,

Inside the Community there was a substantial gain in economic activity.
Domestic coﬁsumptidn,under the stimulus of the vigorous'increase in
incomes, was still the essential growth factor. Higher production made
it possible to raise the level of employuent; and at the same time,in
_those countries in which the unemploymént problem was more gcute, &
tendency was noted for the problem to become less pronounced. The.upward
movement in consumer prices .remained very vigorous,and the growth in
production did not suffice to offset the rise in unit cosfs. The wolunme
of money is increasing rapidly and is a nmatter for-concern, The increase
is due not only to the inward movement of capital,but also to the con-
siderable growth in bank credit and in some countries,also, to monetary

financing by the public treasury.

= The prospects for 1973 are good,both internationally and internally, but
the struggle against inflationary tendencies must be the priority objective

of Community short-term economic policy (1)

Developuent prospects in North Americai foreshadow intense economic
activity. The same applies to Japan and most of the industirial countries
in Burope which are not yet,members,of the Community.It is indeed
expected that there will be increased demand for imports from developing

countries.

Exports from the Community should show a material expansion; and this
trend will be bolstered by the 10 % reduction,as frem April 1 next, in

the customs duties on industrisl goods inside the enlarged Community.and

(1) Council resolution for the struggle against inflation (page 10 below)
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between the Community and the EFTA countries which did not take part in

the enlargement. The growth rate in the gross national product in 1973

..8hould be quite substantial, For the Community as a whole, the gross

product in real terms should grow by about 5 %'in 1973,compared with 3.5 %
in the two previous years. The prospects for prices and costs,;however, -
will still be matters of anxiety. There is a danger that the increase in

consumer prices in all the member countries will still be rapid; and

- unless we are prepared to consider rises in the price-level of 5 % to

II.

6 %,or even more, as being a normal occurrence,it will be necessary to
put up an energetic fight against the inflationary tendencies. Though
the level of employment should again increase in 1973, it is nevertheless
necessary to provide for a better balance of the merket through measures

of a structural character.

The present rise in prices is aggravated by inflsiionary behaviour. If

the gathering pace continues in the up-sving in economic activity, it will
become more andrmore difficult to deal with increased demand with the
technical capacity available. At the same time strains in the labour merket
will certainly come into evidence. Precautions will therefore have to be
taken to avoid bottle-necks and a further phase of demand/inflation. From
now onwards,therefore, it is necessary to seek means for withdrawing the
physical limits to the potential expansion in productioh,so es to keep
the rate of increase in total demand within the limits set by a balanced
medivm-term growth. It would also be preferzble to buttress production
capacities By increasing the technical and manpower capacitieé of backwerd
regions,than by having recourse to measures of a more general character.
It will also be necessary to get the better of the inflationary tendencies
in public finance,in which the increase is serving less and less the-

financing of collective requirements.

Orientations of economic policy

l) General tendencieg

The primary objective is the struggle against infiationary tendencies.
The conditions for a more balanced economic expansion in member _
countries,could flow from & policy covering the public finances, credit
and cooperation between the social partners in relation to the growth

of incomes.



Member countries should seek to bring ﬁhe'l973 rise in consumer prices
below 3.5 % compared with the % % or 6 % rate which will be shown for
-all the member count:ies in 1972.(1). If such a result is achieved, it
will be necessary for public authoritieé,and the principal economic

and social'groups, to moderate their inflationary behaviour. From this
gstandpoint it is indispensable that, for the rest of 1972, the provisions
of the year's budget should be applied. In recent years the cash outlay .
has been growing considerably. This is shown by the total increase in

the first six or eight months of the year, by comparison with the same
period in the previous year. The following figures,though the periods

covered 4o not exactly coincide, are indicative of this growth :

18.3 % in Italy -
Q9.8 %vin Federal Germany.

6.6 % in France

20.5 % in Belgium

16.4 % in Luxembourg

15.7 % in the Hetherlands

It follows that meximum pressure will have to be applied to contain
the increase in expenditure in 1973, but allowing for the fact that the
expenditure on collective eqﬁipment,and some classes of collective

consumption,cannot be compressed. ’ . .

Credit policy should also make for a moderation in the growth of total
demand. It thus seems necessary that a brake should be applied to the
granting of credit to the private sector,expecially since provision

nust be made for the non-monetary finéncing of the deficit in public
sccounts. This policy will lead to an increase in short-term interest
rates,vhich might have the effect 6f attracting external capital., 1t will
therefore be necessary for the member countries to use théir instruments
for regulating the flbw of foreign money,so as tc limit the volume of
their capital imports. In counterpart to this, it appears necessary for
a more determined effort to be made to integrate the Community capital

markets. On the supply side, adequate measures of competition policy

(1) The Council meeting on inflation at the end of Cctober laid down
4 % as the target limit for the increase in consumer prices. See
the Council resolution on page 10 below. :
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* commercial policy and agricultural'pdlicy might also help to slow down

the rise in the cost of living.

It will also be important to prevent firms,in fixing their priceé, being“”

- dominated by the expectation of inflation; that wage claims should be

adapted_to the medium-term growth rate in productivity; and that credit

-'policy and the public finances contribute to maintaining the basic

economic equilibrium. There will therefoie have to be a collective.
effort by everybody engaged in economic activity to secure a higher degree
of economic and social coherence; for the masteryof the inflationry trend

cannot be achieved by technical methods alone.

Tendencies in the different countries

- In the Federal Republic of Germany,the expected speeding up of economic
activity will begin from a point at which the utilisation of productive
capacity is appreciadbly higher than the level to which it had fallen
by the end of the earlier recession vhases. There is ﬁhus a special

risk that bottle-necks may appear at an early stage,reinforcing the
upward tendency in costs and prices. The ave¢idance of this risk should

be sought by a policy of regulating the demand.

For this purpose credit policy should put lirits on the growth in
credit to the private economy,and the volume of monetary instruments
available. Continued use must be made of the various arrangements
introduced at the beginning of the year,to limit the influx of capital
from abroad,and neutralising its effect on internal liquidity. The r
net balance to be financed in 1973 from the whole of the budgets of the
Pederation and the Linder,should not exceed DM 9 billion,which means
that the growth in expenditure outgoings for all the administrations

should be of the order of 9.5 %.

-~ In Frence, the revival in industrisl investment,and the expected growth
in exports,‘especially to Community countries, will be factors in-
creasing the expansion in demand,which is already growing at a com-
paratively rapid rate. There are thus serious reasons for fearing an

accentuation of the inflationary tendencies,and a deterioration in



the external balance. For the last months of 1972 and through the year
1973, particulgrvigilence seems to be.called for in economic policy.

The first point is,that the growth in internal liquidity,which has been
extrémelj rapid in recent months, should be contained withintmudh cioser
limits by the full application of the compulsqrj reserve rafio -- both
"on the liabilities side and in régard to credits -- and by stricter
conditions for the granting of consumption credits and persconal loans.

. A certain rise in interest rates might bte found useful in so far as it

does not result in an undesirable influx of capital balances.

Public expenditure in 1973 should not be allowed to increase by more
than 10.5 % over the initial estimates for 1972 (or by 8.5 % over the
probable effective total in 1972). '

- The witigation of the rise in costs and prices,however, will not be
realisable if the increase in wages and salaries cqntinueé with the
same speed as in recent months. It will,therefore, depend to & large

extent on the conduct of the social partners.

- In Italy,the extremely slow pace so far maintasined in the economic
'révival which began in the autumn of 1971, has not sufficed to prevent
an increase in unemployment; and & material raising 6f the level of
economic activity thus remains the primary objéctive. The current
trend in prices,hovwever, is a factor of uncertainty in securing a
balenced rate of economic growth; and other such factors are the
exceptionally large number of collective agreements renewable during
the autumn,and the introduction of the tax on added value on
January 1,1973. These factors must be taken into account in the

application of economic policy.

The abundant internal liquidity is a positive fazctor for renewed
expansion; but it should not be allowed to become an inflation factor
as soon as there has been a decisive improvement in the utilisation
rate of production capacities.'ln the execution of the budget,it will

be necessary in 1973 to limit the increase in state expenditure



odtgoings to 10 %,so that the net balance requiring finance shall not
exceed Lit. 4,000 billion. Impulsion from the public finances must

thus contribufe to the growing rate of production and to the defence

of éhe level of employment. ‘he development of the Italian‘eéonomy

in 1973 will also depend in large measure on the forthcoming wage
negotiations. Vhat mattefs in this connebtion ié;that there.should

not be an unduly sudden and unduly large increase in production césts.
If,to0, a lasting economic growth and increase in employment are to

be secured, it will be necessary to catch up with the arrear in directly
productive investment,and also in collective equipment. This explains

the need for an effort to facilitate their financing.

In the Hetherlands, the resumed expansion which began early in 1972;
foreshadows an improvement in the employment position,but raises
difficulties in securing the desirable progress towards a more balanced

economic development.

A material diminution of the inflationary strains is necessary for
maintaining competitive capacity and absorbing the structural urenploy-
ment. It calls for energetic short-term action,based on the use of every
available instrument of credit and budgetary policy,and on a closely
~concerted approach between the government and the social partners in

securing an adeguate moderation of the increase in incomes.

Budgetary management should be on stricter lines and should limit the
growth in government expenditure in 1973 to under 10 %. In order to
avoid an increase in the fiscal burden,vhich might lead to still further
rises in costs and prices, an increase can be envisaged in 1973 in the
nét balance requiring finance which should not,however,exceed Fl.2.5

billion.

In Belgium the expansionist tendency in economic policy through 1971
contributed in securing a definite rise in the growth rate; and in the
months ahead this will not fail to have a favourable impact on the
empldyment position. inxiety regarding the trend in costs and prices,
however,novw makes it necessary for economic policy to be angled on

containing the inflationary pressure.



The growth in government expenditure in 1973 should not be more than
10 %,and the net balance requiring finance should be materially curtailed
from BF. 92 billion in 1972 to BF. 82 billion in 1973.

- In Luxembourg there are good prospects for the &eveloﬁment of foreign
demand in 1973, It is therefore important that the government should
teke a prudent course in regulating internal demand,so as to avoid

the renewal of strong pressure on costs and prices.

Conclusions

Economic prospects for the months ahead and through 1973 hold out the
promise of & very satisfactory expansion in economic activity,and a material
improvement in Community standards of living. They foreshadow a position
véry close'tp full employmeht. They nevertheless raise the fear of a con~
tinuation of inflationary trends which have continued for nearly four years

and which have not been successfully mastered.

There are various factors,both internal and external,both pclitical and-
economic,which explain the comparativeVfowerlessness of govermments to re-
gain a higher degree of stability.lt is thefefore_to be feare@ that the.
countries of the Community may tend to accept ihflation,énd écéustom them-
selves to the rise in wages and incomes., This may be convenient enough on
the‘short-term,but on the medium-term it would be full of dangers. VWhen the
real economic position has been seriously vitiated by inflatién, it is only
possible to secure the necessary recovery by paying a.high price in terms of

growth and employnent.

Community countries must therefore continue,despite all manner of difficulties,
to seek means to conciliate continued growth with the maintenance of stebility.
This conciliation goes beyond the scope of present considerations,and remains
the indiépensable condition of the Community's smooth functioning and its

economic and social development.
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III. The plan for fighting inflation

The Community Council,at its Luxembourg meeting on October 50 and 31.1972,
adopted an important resolution on the action to be taken to fight
inflation. ‘he action concerned will lie in the field both of national.
policies,and thfough joint policies coordinated by the Commission. ine
individual situations of the member countries will be taken fully inte
account in this general framework. The member countries themselves will
carry oﬁt the measures agreed,in such a way as to take into account their
own situation and the instruments of economic policy at their disposal.
Subject to these general considerations,the measures laid down in the plan

adopted by the Council can be summarised under ten headings :

a) The rate of increase in consumér prices must be brought down to 4 %
in the year 1973.

b) concerted action by the social partners must enable the rise in prices

to be slowed down by limiting the growth of incomes from labour and capital.

¢) The action against the rise in prices will be accompanied by structural
action,aimed at reducing the regional imbalances in terms of available
manpower and technical capacities. Yo this end the European Social Fund

will finance action teken for vocational training and readaptation.

'd) The rate of expansion in the volume of neney must,between now and the _
end of 1974, be adapted to the growth in the volume of the gross mnational
- product as increased by a rate of increase in prices conformable to the
general objectives of economic polig&. Countriés,howevers in ﬁﬁich
“there is under-employment will be able to have the benefit of derogations:
~and countries in a state of full employment must come half.way to this

target dﬁring the course of 1973.

s

Monetary authorities must take aétidn :

- on interest rates,by setting rediscount ceiiings, or setting limits
on the increase in the rates of intervention by the monetary suthorities;

~ on liquidity by imposing,or modifying reserve ratios affecting the
liabilities of financial intermediaries and by recourse to the open
parket ;

" = in case of need, on the volume of credit,especially by limiting the

grant of credit by credit institutions and by restriction,or regulation,

of consumer credits (instalment sales finance and perscnal loans).
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The action taken by governments against speculative movements of capital
will be energetically pursued,as provided in the directive of larch 1972;
and central banks must refrain from increasing their placings in the euro-

.dollar market. .

The committee of governors of central banks will also have to engage in a

quarterly examination of changes in the volume of money.

e) The member governments will have to accept a strict discipline in the manage-

ment of pﬁblic finances.,

In the execution of the public budgets in 1973,the effective increase in
expenditure will be kept within the Yimits set by the rate of growth in the

- increase in value of the gross national. product which is the basic budgetary-
hypothesis in member countries. This does not apply to expenditufe lirked
with the'éreation of Jjobs in countries which have to deal with endemic under-

" employment.

Member countries in a state of full employment must also provide,within the
first half of 1973, either a system of staggering the expenditure envisaged, .

or the division of the expenditure into conditional tranches.

At the end of the first half-year,the Council will examine whether this
arrangement should be maintained or adjusted. In the event of some of the
" expenditures exceeding the level provided, compensatory reductions will be

applied to other budget items.

Surplus budgetary receipﬁs ariéing through an increase in prices,exceeding
that assumed for purposes of the 1973 budgets, shall be applied to a reduction
of the net balance réquiring finance; to a decrease in indirect tazation in
countries in which tﬁe level of such taxes is comparatively high, or be

sterilised in a deposit with the central bank.

Except for countries in which the situation is particularly characterised
by under-employment, those member countries in which the budget shows a
balance requiring to be finsnced,must zbstain from recourse to any monetary

financing of this balance.
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. If the inflationary pressures vhould not be sufficiently relaxed in the
course of 1973, a more restr1ctlve budget policy will be considered. In
thls case the member countries will proceed elther, to higher taxation .or

i

to dlmlnlohed expendlture.

The Budget Policy Committee will make a quarterly survey of the conformity

to these prescriptions of the execution of the 1973 budgets.

f) Measures of commercial policy will be subject to a decision to be reached by
the Youncil before the end of January 1G73. A reduction in customs duties
has already been applied to certain classes of agricultural produce (beef).

. Quantitative restrictions on the import of potatoes have been suspended for

the period between November 15 1972 and February 15 1973.

g) The Commission shall strengthen its action in relation to the restriction of
competition through horizontal agreements, concerted practices or discrimination
in prices,the sharing of markets and other restrictive practices wvhich nay

contribute to the maintenance ofzan unduly rapid rise in prices.

h) The Ccuncil shall make decisions not later than June 30,1973%,0n draft
directives aimed at harmonising the provisions of laws and regulations which
may impede the trade in food products inside the Community. It will also give
decisicns on other problems,including.the_award of public procurement contracts

and public works contracts and concessions.

i)The ekecution of this anti~inflation programme shall be regularly examined by
the Council at the three meetings set aside for discussing the economic

position in the Community.

-’
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Fim.
Pimetable laid down at the Paris Summit Conference
on October 19-20 1972 for economic and monetary ;

policy

April 1 1973

[

Formation of a European HMonetary Cooperation Fund.

September 30,1973

Proposals to be submitted to Council by Community
institutions on edjustments to shori-term support
arrangeicents (increase of availeble credits).

December 31,1973 Proposals on conditions for progressive pooling of

.o

. reserves.

January 1,1574

Beginning of the second stage of economric and monetary

union.

Before the end of
1975.

.

Presentation by Community institutions of a report
on the state of the European Union,preparatory fo

a further Summit meeting.

December 31,1680 ~ : Completion of economic and monetary union.





