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GERMANY 

V.1. Economic growth and stabilisation policies 

Having overeóme the major difficulties of the immediate postwar 
years, the Germán economy entered a long period of strong economic 
growth in 1949. Growth was the basic objective of economic policy, but it 
was to slow gradually over time. In the fifties the so-called Germán "eco
nomic miracle" took place: growth was sustained at a rate of around 8 %, 
inflation was lew, unemployment fell below 1 %, the balance of payments 
ran a persistent surplus from 1951 and the market share of Germán ex-
ports tripled. The International economic environment was certainly very 
favourable, but economic policy also contributed positively to these re-
sults. In particular, a considerably undervalued exchange rate was main-
tained, monetary policy was committed to price stability and fiscal policy 
was geared to economic growth, with generous tax incentives for invest-
ment, saving and the reinvestment of profits. The abundance of cheap 
and highly skilled labour and the high propensity to save on the part of all 
economic agents (a necessary condition for the rebuilding of personal 
and national wealth) were the two pillare of the economic miracle. 

Real growth was also very high in the sixties, although lower than in 
the previous decade, and fiscal policy had a destabilising impact in the 
first half of the decade. The main limit to expansión of the economy was 
the scarcity of labour in a situation of full employment, while activity con-
tinued to be driven by external demand. The erection of the Berlín wall in 
1961 put a stop to immigration from East Germany, which had been an 
important source of labour-force growth. Immigration then began from 
southern and south-eastern Europe, while industry was modernising and 
introducing more capital-intensive technologies. The decade began at the 
height of a eyelieal upswing, which had commenced in 1959, stimulated 
by external demand and construction. External demand was underpinned 



by the competitiveness of Germán products in terms of unit labour costs 
(both due to the moderation of wages and productivity gains), and con-
struction by increased public spending, made possible by tax revenues 
which were increasing more than in proportion to GDP due to the pro-
gressiveness of income tax. 

However, demand and output growth were weakened by the effects 
of various factors: the 5 % revaluation of the D-Mark in March 1961; the 
acceleration of wages (the scarcity of labour being a contributory factor) 
and export prices (which had fallen slightly in 1961, partly offsetting the 
impact of the revaluation); and the cuts in public investment in construc-
tion. Growth was below 3 % in 1963 (at that time, the lowest rate since 
the war). This slowdown was temporary and gave way to a new cycle 
(1963-1967) which began with a rapid export-led recovery. GDP grew by 
6.6 % in 1964 and by 5.3 % in 1965, while prices and wages continued to 
accelerate, although at rates below the inflation rates of the other industri-
alised countries. Although the cycle had already reached its peak in 1965 
the pressure of demand held up and inflation tended to accelerate. This 
was a consequence, among other factors, of the momentum of public-
spending growth. 

Total general government spending increased by five percent of GDP 
between 1960 and 1965, while revenue grew to a lesser extent to 1963 
and fell as a proportion of GDP over the following two years. Thus, in 
1965 it was only slightly above its level at the beginning of the decade. In 
consequence, public finances, which had shown a 3 % surplus in 1960, 
moved Into a small déficit in 1965. During the first half of the sixties fiscal 
policy had an expansionary effect which helped to fuel inflationary pres-
sures. From 1961 to 1963 this effect had a stabilising influence on the 
revenue side, dampening the acceleration of private-sector disposable in
come, but the stimulus was excessive in the two following years. Expen-
diture was pro-cyclical from 1961 to 1963, and approximately neutral until 
1967. In 1965, an election year, fiscal policy was clearly inflationary. De
spite the continued expansión of exports and prívate investment, the gov
ernment not only reduced taxes but also substantially increased its pur-
chases of goods and serv ices. The pressure of demand was 
accompanied by a notable increase in imports and a current-account 
déficit, which led the Bundesbank to severely tighten its monetary policy, 
first allowing the external disequilibrium to drain bank liquidity, and then 
raising interest rates. After the elections, the government tried to make its 
fiscal policy less expansionary and credit restrictions were imposed. How
ever, there was lack of agreement within the government as to the best 
way of balancing the budget. One of the part ies (the Chr ist ian 
Democrats) favoured higher taxes and the other (the Liberáis) preferred 
spending cuts. The pact between the two parties finally broke down and a 
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"broad coalit ion" of Christian Democrats and Social Democrats was 
formed, putting an end to the government of Erhard, who was replaced 
by Kiesinger. Meanwhile, fiscal and monetary policies were mutually rein-
forcing in 1967, when GDP declined for the first time since the Second 
World War. 

Between 1964 and 1966 Germán fiscal policy was a complete failure 
according to Hansen (Fiscal Policy in Seven Countries: 1955-1965, 
OECD, Paris, 1969, p. 243), resembling the British stop-go policies of the 
sixties. An over-expansionary policy in 1965 became deflationary in 1966. 
The stance of Germán fiscal policy was still inappropriate in 1967. The 
balance of payments had substantially improved by then and was not an 
obstado to the implementation of more expansionary policies. One of the 
main considerations inhibiting the authorities was their own forecast of 
4 % economic growth for 1967, along with their concern for inflation and 
their balanced-budget objective. The Bundesbank, for its part, suspended 
credlt restrictions in summer 1966 allowing liquidity to increase as the 
balance of payments improved. It did not adopt active monetary mea-
sures until 1967. The more expansionary policies then implemented sup-
ported the economic recovery which had begun at the end of that year 
with a strong ímpetus from private-sector demand and, in particular, in-
vestment, which had fallen in the preceding two years. Growth returned 
to a high rate in 1968 (5.5 %) and was even faster in 1969 (7.4 % ) , but it 
was accompanied by a steady acceleration of prices. The rate of growth 
of the GDP deflator rose from 1.5 % in 1967 to 2.3 % in 1968 and 4.2 % 
in 1969. Both the persistent balance-of-payments surplus and imported 
inflationary pressures suggested that the D-Mark should be revalued, as 
proposed by the Bundesbank and the Council of Economic Experts. 

The approval in 1967 of the Law to Promote Stability and Economic 
Growth was an economic policy landmark in Germany, of comparable 
significance to the 1946 Employment Act in the United States. According 
to the Heller Report (Fiscal Policy for a Balanced Economy, OECD, Paris, 
December 1968), postwar Germán fiscal policy was primarily concerned 
with its effects on incentives and on the allocation of resources while, as 
far as demand management was concerned, a high degree of priority 
was given to price stability. Admittedly, there was a constitutional provi
sión requiring that the budget always be balanced. But this was no more 
than a formal requirement, which is how the Finance Ministry always in-
terpreted it. The only effective restriction was the qualitative and quantita-
tive limit to monetary financing of the government provided by the Bun
desbank, since there were no restrictions on the issuance of debt. 
Consequently, according to this report, the main obstado existing in Ger
many until the mid-sixties for the implementation of a fiscal policy to regú
late demand was the attitude of the authorities and their confidence in au-
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tomatic market torces and monetary policy to resolve stabilisation prob-
lems. However, the difficulties of the middle of the decade were to 
chango this passive attitude. The experience of the years 1966-1967 
demonstrated the need for a more effective policy to regúlate demand 
and the 1967 Law to Promote Stability and Economic Growth addressed 
this need. 

Under this law, the objectives of government policy were to achieve a 
high level of employment, price stability, sustained growth and external 
stability. To make short-term economic measures more flexible, the law 
allowed the federal government to chango its spending policy within cer-
tain limits and to borrow. The government was also allowed to freeze part 
of public revenue for deposit at a special account at the Bundesbank, to 
be used when required by the economic situation. The rules governing 
tax charges could also be modified, and a tax deduction of up to 7.5 % of 
investment was permitted in the event of a recession. Changos of up to 
10 % in income tax ratos could be introduced, and limits on indebtedness 
at all levéis of general government could be imposed. Any of these mea-
sures could be implemented very quickly, with the related parliamentary 
procedures taking only four to six weeks. 

Between the recessions of 1966-1967 and 1993, the two other major 
recessions of recent decades in Germany were the exceptionally fast and 
deep downswing of 1974-1975 and the recession of the early eighties, 
which unfolded more slowly but with less torce than the previous one. 
The economic cycle in Germany between 1967 and 1975 stands out for 
its length, its intensity and, above all, its inflationary pressures, which did 
not subside oven during the slowdown in growth in 1971. Initiatives to 
revalue the D-Mark invariably clashed with the interests of Germán indus-
try, backed by the three major commercial banks. And to curb the cur-
rent-account surplus an export tax and a 4 % subsidy for imports were 
established in 1969, remaining in torce until mid-1970. The weight of total 
general government expenditure in GDP rose moderately (1.5 percent-
age points) in the second half of the sixties and exerted a clearly stabilis-
ing effect. In turn government revenue, after rising by 1.3 percentage 
points during the economy's recovery in 1968-1969, fell by nearly one 
percentage point in terms of GDP in 1970. Overall, the adjustments in 
government spending and revenue helped to smooth the demand ten-
sions in these years, and the budget remained more or less balanced. 
Nonetheless, the many domestic policy measures designed to regúlate 
demand preved incapable of checking the massive inflow of capital and 
imported inflation within a system of fixed exchange ratos. In October 
1969 the D-Mark's 8.5 % revaluation against the dollar provided little 
more than a temporary respite, and only the freo fiotation of the D-Mark in 
May 1971 managed to achieve an appreciable decrease in the inward 
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flow of capital, a halt in monetary growth and a modérate cooling-off of 
the economy, with the additional help of a slight cut in public spending. 

In the seventies, the performance of the Germán economy was worse 
than in the previous decade, growth declined, and inflation and unem-
ployment rose. Even though in the early seventies the shortage of labour 
- especially skilied labour - remained an obstado to growth, encouraging 
the substitution of capital for labour, the situation changed entirely after 
the 1974-1975 recession, when twice as many people were affected by 
unemployment than in the recession of 1967. In the second half of the 
decade, the economy grew at an even lower rate than in the first half, due 
to the impact of several factors, including the slower growth in Internation
al trade, the uncertainty surrounding the floating exchange rate, rising in
flation, the increase in energy costs, the fall in population growth, and the 
relativo saturation of consumer durables on the domestic market. 

The year 1970 was marked by a fall in economic growth from the pre
vious year's peak (7.4 %) to 5 %, still relatively high, and by a quickening 
in prices. GDP growth slid by a further two percentage points in 1971, 
while inflation remained very high. The discretionary tax measures intro-
duced in this period had destabilising effects. In mid-1970 corporate in-
come taxes were subject to harsher treatment, and a temporary sur-
charge was added to income tax, which helped to increase tax takings in 
1971 despite weak economic growth, while the additional tax burden of 
these two years was returned in 1972, coinciding with the uptum in the 
economy. By contrast, government expenditure continued to exert a sta-
bilising effect, albeit of little magnitude. Once again exports were the driv-
ing forcé in the recovery in 1972-1973, causing overheating in the econo
my, which the fiscal and monetary authorities decided to cool in the 
spring by introducing very stringent anti-inflation measures. 

Fiscal policy again resorted to temporary surcharges on income tax 
and harsher treatment of corporate income tax, in addition to attempting 
to limit - with little success - the expansión in government expenditure. 
Monetary policy gave absoluto priority to the domestic stability of the 
D-Mark's valué - i.e. to the curbing of inflation - over the external stability 
of its exchange rate; the decline in interest ratos made a rapid about-
face, with the discount rate rising from 3 % in February 1972 to 3.5 % in 
October and then to 4.5 % in November. In 1973 ratos were again raised 
in January (to 5 %) and May (to 7 % ) . After the definitivo collapse of the 
Bretton Woods system in the spring of 1973, the Bundesbank had fairly 
wide leeway for manoeuvre to control Germany's money supply and to 
check inflation, which had risen to around 7 % and was the principal con
cern of the Gorman authorities. From June 1973 to October 1974, the 
discount rate remained unchanged at 7 %. The riso in oil prices and 
swifter wage growth in this period caused a severo tightening in corporate 
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profits, and investment, already stagnant by the spring of 1973, began to 
plummet. The restrictive stance of monetary policy nonetheless had the 
support of the government and of independent economic analysts. 

The recessive and inflationary impact of the rise in oil prices in the au-
tumn of 1973 exacerbated the situation of the Germán economy, whose 
growth was already slowing down. As in the case of Japan, excessive 
wage increases in the spring of 1974, which fuelled inflationary pres-
sures, and ongoing restrictive monetary policy had adverse effects on in
vestment and employment. Moreover, the slowdown in world trade con-
strained growth in exports, which nonetheless increased by 12 % in 1974 
but then slid by more than 6 % in 1975. Investment declined by 12 % in 
1974 and then slid again by more than 8 % in 1975. Growth in GDP was 
almost nil in 1974 and fell by 1.3 % the following year. 

The easing in restrictive fiscal and monetary policios, coinciding with 
an upswing in external demand, helped pave the way for the end of the 
recession in late 1975. However, the budget, more or less balanced for 
ten years, deteriorated strongly in 1974-1975: revenue remained stag
nant as a percentage of GDP, while the weight of expenditure rose by 
more than six percentage points (with welfare benefits accounting for 3.7 
points and government spending for 2.3 points), reaching a ceiiing of 
45.8 % of GDP, which would not be surpassed until 1993 under the 
twofold influence of the recession and Germany's reunification. The later 
recovery in the pace of economic activity was swift but not very solid. Al-
though GDP growth again moved beyond 5 % in 1976, mainly propelled 
by exports and stockbuilding, when this initial momentum gradually 
wound down in 1977, fixed capital investment failed to próvido Impetus. 
As a result, gross capital formation fell again in 1977, the recovery - sole-
ly sustained by consumption - lost steam, and unemployment was not 
notably reduced. In 1977 and 1978 growth stood at around 3 % and infla-
tion tended to quicken, while the budget déficit and the surplus in current 
transactions with the rest of the world stagnated at 2.3 % and around 1 % 
of GDP, respectively. As of January 1976 fiscal policy, which had re
sponded rapidly to the recessive situation in 1975, focused on budget 
consolidation by cutting expenditure and tax credits in order to trim the 
budget déficit and by placing greater emphasis on long-term structural 
adjustments than on the control of short-term demand. 

The continuation of a somewhat restrictive economic policy and the 
persistence of a comfortable surplus on the balance of payments, togeth-
er with relatively low ratos of inflation and economic growth, led other 
countries to press Germany to apply more expansionary policios that 
would help to revitalise international economic activity without jeopardis-
ing its domestic stability. In 1975 the OECD advocated a co-ordinated 
strategy of economic recovery, whereby certain countries would act as 
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"locomotives" (Economic Outlook, December), that was welcomed by 
countries such as France which had less margin for manoeuvre to quick-
en growth in domestic demand. The United States, Japan and Germany, 
which had current-account surpluses, milder rates of inflation and 
sounder public finances, were to ease their fiscal policies in order to en-
courage international economic growth and help correct the imbalances 
in other countries, such as France, the United Kingdom and Italy, charac-
terised by greater weakness and instability. The transformation of the US 
current-account surplus in 1975 into a significant déficit in 1977 excluded 
the United States from the group of possibie locomotives, placing it 
among the countries that were pressuring Germany and Japan to stimu-
late growth in their domestic demand. At the Bonn summit, in July 1978, 
an agreement was reached on developing this strategy: Germany and 
Japan accepted the demands made by the other major economies, albeit 
with serious reservations. 

Germany took measures that combined a modérate increase in public 
spending and cuts in income taxes and social security contributions, 
which together signified a fiscal impulse of approximately 1 % of GDP. It 
was assumed that this fiscal expansión would be accompanied by an ac-
commodating monetary policy to prevent rises in interest rates, although 
no commitment had been made by any central bank to guarantee this 
stance. The Bundesbank and the Bank of Japan slightly eased the re
strictivo tenor of their monetary policies from late 1977 onwards by inter-
vening on foreign-exchange markets to support the dollar, in an effort to 
maintain their own competitiveness. But this relaxation did not last long, 
and Germany and Japan tightened their monetary policies when their 
economies began showing signs of price acceleration, against the back-
drop of strong hikes in oil prices in the autumn of 1978. 

In March 1979 the Bundesbank began raising its discount rate - from 
3 % to a record high of 7.5 % in May 1980 - as inflation rose and Ger-
many's current-account surplus narrowed. The Bank of Japan's monetary 
policy also followed a very cautious course designed to reinforce low in
flation expectations and prevent a repeat in 1979 of the inflationary spiral 
unleashed by the rise in oil prices in 1974. The seventies closed with re-
cessive and inflationary trends induced by the second oil price hike of 
1978-1979. In Germany, GDP grew by 4.2 % in 1979 thanks to the very 
positivo but short-lived contribution of gross capital formation, which then 
fell again in the three following years. Despite the relativo strength of ex-
ports, the current account ran a déficit, national demand gradually weak-
ened and the economy slipped towards a recession that would touch bot-
tom in 1982, when GDP declined by 0.9 %. Even though the symptoms of 
recession in the Germán economy were evident, the Bundesbank contin-
ued to take a stringent stance until 1982 in order to trim inflation and cor-
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rect the current-account déficit, which had reached 1.7 % of GDP in 
1980. The relatively expansionary fiscal policy applied until 1981 had no 
appreciable effect on economic activity, because the economic policy mix 
was not appropriate for promoting non-inflationary growth and it ran up 
against bottienecks on the supply side. These bottlenecks impeded a 
forceful upturn in economic activity without generating imbalances, and 
economic policy considered that there was no margin for stimulating de-
mand. As a consequence, between 1980 and 1987 the growth in the Ger
mán economy fell persistently below its previous average. 

The eighties were characterised by lacklustre economic growth and 
by supply-side rigidity derived from market regulations and insufficient 
competition, to such an extent that "Eurosclerosis" became a popular ex-
pression for descr ib ing the di f f icul t ies faced by most European 
economies in their attempts to regain the growth rates of previous 
decades. The Germán economy's structural problems, similar to those of 
other European economies, have persisted and to a large extent have yet 
to be resolved, due to inadequate market regulations (especially in labour 
and services markets), the concentration of power and lack of competi
tion among economic agents, and government aid to troubled sectors 
and companies. On the labour market, workers are strongly protected by 
high severance costs, and in services legal regulations tend to inhibit 
competition, not only in the more traditional sectors such as retail trade, 
which are more resistant to chango, but also in the more modern and 
technologically advanced sectors such as telecommunications. Large-
sized firms command sizeable market shares, and their management is 
closely linked to the three major prívate banks, while trade unions have 
very centralised structures and considerable sway over workers. Negotia-
tions on wages and work conditions, as well as the strategic decisions of 
firms, tend to be very concentrated, while their decentralised application 
leaves no room for competition or the adaptation of agreements to specif-
ic sectoral circumstances, as in the case of Japan, giving rise to exces-
sive rigidity in relativo prices and wages, to the detriment of economic ef-
ficiency. Lastly, general government subsidies and capital transfers are 
comparatively high and are geared to sustaining inefficient sectors (agri-
culture, coal mining, railways) and companies which would not be able to 
maintain employment levéis in more competitivo conditions. 

In the eighties Germany made only modest progress in heightening 
the economy's flexibility and competition. Difficulties still aróse in accom-
modating supply to the growth in demand, which economic policios 
strived to curb in order to prevent imbalances in inflation and the external 
déficit but at the same time were an obstado to reducing unemployment 
and the budget déficit. The Bundesbank's monetary policy persevered in 
its objective of price stabil isation, and fiscal policy was increasingly 

14 



geared to making public finances sounder and to trimming the size of the 
public sector in the médium term, considered necessary if the tax burden 
were to be eased and the vitality of supply strengthened. The use of eco-
nomic policy for stabilisation purposes became a thing of the past. With 
the conservative governments of Helmut Kohl, as of 1982 the perception 
of the role of fiscal policy changed. The Bundesbank greeted this devel-
opment with satisfaction, which it described in its Annual Reportoi 1983 
(p. 22) in the following terms: "Given the problems of growth and employ-
ment in the longer term, in this context it also seems questionable that 
the ideas developed in previous years regarding the size of the public-
sector déficit that is feasible under "normal" economic conditions can still 
be used as a guideline for futuro fiscal policy. These criteria no longer 
seem appropriate, since they are based on concepts dating from an era 
when, under the influence of the Law to Promote Stability and Economic 
Growth, the overriding concern was to smooth cyclical fluctuations with 
the help of fiscal policy measures, and when the priority of economic and 
fiscal policy did not yet focus on strengthening the basic conditions for the 
growth of our economy in the long run as a way of promoting structural 
changos and safeguarding competitiveness. If the conditions for growth in 
the médium term are to be improved, it is no less important to reduce the 
high public spending/GDP ratio than it is to lower the déficit." 

In the past 15 years, the strategy of fiscal consolidation in Germany 
has been based on reducing the weight of government expenditure in 
GDP. Only after achieving a sounder budget have taxes been lowered in 
order to improve the incentives of economic agents on the supply side. 
Until the impact of reunification was felt, the correction in public spending 
primarily focused on cutting welfare benefits to households (by enlarging 
the share contributed by beneficiarles to the cost of health services, grad-
ually raising the retirement age and lowering pensión payments some-
what), although it was also proposed -with few results- that the weight of 
subsidies and capital transfers to firms be lowered. On the revenue side, 
under the priorities set, the process of tax reforms did not begin until 
1986, when the budget déficit had been reduced to little more than 1 % of 
GDP. This reform centred on corporate and personal income taxes, 
whose máximum marginal rates were lowered from 56 % to 50 % for 
companies and to 53 % for individuáis. The mínimum rate in the tax scale 
for individuáis was also reduced from 22 % to 19 %, the rate became lin-
early progressive and the definition of the tax base was widened, elimi-
nating various deductions and loopholes in regulations that had made it 
possible to avoid part of the tax burden. But, oven though the medium-
term effects of this reform were unquestionably positivo in terms of effi-
ciency and fairness, its cost in terms of the budget was greater than ex-
pected and, moreover, it occurred at a time of economic expansión, 
producing destabilising effects in the short run. 
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Due to the poor results in terms of employment and economic growth 
obtained not only in Germany but also in most European countries, the 
fiscal activism of earlier decades was replaced by the so-called "two-
handed approaches". These proposals, which the Germany authorities ig-
nored, were based on a combination of expansionary macroeconomic 
policios and reforms in market regulations designed to make supply more 
elastic and to enhance price stability. With varying degrees of emphasis 
on the different components of supply and demand, this has been the an-
alytical framework of all economic policy recommendations since then, al-
though the common feature of these initiatives, academic in origin, is the 
emphasis on expansión in aggregate demand as a necessary condition 
for revitalising economic growth in Europe (see Jacques Dréze et al., 
"The two-handed growth strategy for Europe: Autonomy through flexible 
cooperation", Recherches Economiques de Louvain, 54, 1, 1988). In 
short, the results of the economic policios applied in Germany in the 
eighties were generally unsatisfactory, according to the critiques formulat-
ed by the advocates of more expansionary policios as a way of stimulat-
ing demand, because the measures aimed at liberalising the economy 
and making it more flexible failed to produce any notable effects (see 
OECD, "Progress in Structural Reform", supplement to OECD, Economic 
Outlook, 47, París, 1990); because the quantitative objectives of mone-
tary policy had usually been overly restrictivo; and because fiscal policy, 
influenced by limited economic growth in relation to real interest rates, 
faced major difficulties in reducing the budget déficit and did not have 
enough leeway to ease fiscal pressures in order to stimulate supply, as 
was intended. 

In the period just before the shock produced by Germany's reunifica-
tion (expansionary on the demand sido and contractionary on the supply 
side), public finances were sound, current transactions with the rest of the 
world were running a largo surplus, economic growth was sustained at 
rates unprecedented since the seventies, and inflation was under control. 
After the second stage of the income tax reform (1988), the progressive-
ness of the tax scale was not fully reflected in 1989, and this, together 
with the risos in excise duties and the withholdings temporarily imposed 
on capital gains, caused total government revenue to grow to 42.5 % of 
GDP. By contrast, expenditure remained frozen in real terms, falling to 
42.4 % of GDP, and thus Germany was able to balance its budget for the 
first time since 1973. 

The reunification process had a major impact on the economy, and 
the resulting chango in the focus of economic policy was equally sub-
stantial. On the demand side, prívate consumption surged, primarily as 
a result of the greater spending possibilities in the new federated states. 

16 



On the supply side, by contrast, the productive potential of these states 
under competitive conditions was very scant, and their modernisation 
required major investment. To finance the gradual restructuring and to 
preserve jobs, government expenditure increased rapidly, coinciding in 
1990 with the application of the third stage of the tax reform, which 
meant a substantiai reduction in tax takings. Thus fiscal policy in 1990 
and 1991 had expansionary effects, of a destabilising sign, on aggre-
gate income and demand. From the standpoint of monetary policy, the 
expansión in demand beyond the short-term growth possibil it ies of 
domestic supply required a more restrictivo stance to check inflationary 
tensions and a real appreciation of the D-Mark in order to finance the 
external imbalance -in other words, higher interest rates and the D-Mark's 
revaluation within the EMS. However, neither measure was acceptable 
to Germany's main European partners: a rise in interest rates, because 
it would lead to generally harsher monetary condit ions throughout 
Europe, where economic growth, after the initially favourable impact of 
Germán reunification on demand, was rapidly declining because of the 
recessive effects produced by the US economy; the revaluation of the 
D-Mark, because it meant that France would have to acknowledge that 
its efforts at competitive disinflation in the eighties to achieve a more 
stable economy than Germany's had not suff iced to preserve the 
franc/D-Mark parity and that the EMS remained an área of D-Mark 
hegemony. 

The budget costs of Germán reunification were much greater than 
initially expected. In 1991 alone, transfers to eastern Germany - mostly 
designed to sustain its standard of living - represented 5 % of GDP. 
The official medium-term target was to trim the déficit of territorial gov-
ernments to 2.5 % of GDP by 1995 and, to this end, two sets of fiscal 
measures were unveiled in 1991: one was aimed at achieving a saving 
of 1.25 % of GDP in the federal budget, and the other raised various 
taxes to increase tax receipts by 0.5 % of GDP in 1991 and 1 % in 1992. 
The government also proposed sharp cuts in subsidies as of 1992 and 
an increase in the basic VAT rate in 1993. In January 1993, when the 
impact of the recession was felt, the objective of reducing the déficit was 
eased somewhat, but the VAT rate was raised from 14 % to 15 % and 
an agreement was reached between the federal and territorial govern-
ments to reduce spending and increase revenue by re-introducing the 
7.5 % solidarity tax on personal income tax as of the beginning of 1995, 
eliminating numerous fiscal expenses and cutting total public spending 
by 1.7 percentage points of GDP. However, the persistent weakness of 
economic growth in Germany in recent years has continued to be a seri-
ous impediment to further progress in restoring the health of public fi-
nances. 
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V.2. Revenue, expenditure and balance of government accounts 

The weight of total general government expenditure in GDP rose In 
Germany by more than 15 percentage points between 1960 and 1975, 
and then stabilised at around 45 % in the following ten years. After sliding 
to 42.5 % in the second half of the eighties, in recent years it has risen to 
nearly 47 % of GDP as a result of reunification (see Chart V.1). Revenue 
remained practically stable as a percentage of GDP in the first half of the 
sixties, and, as a consequence, the balance of government accounts, 
which ran a surplus of 3 % of GDP in 1960, gradually declined as the 
weight of expenditure increased, recording a slight déficit in 1965. In sub-
sequent years, until the recession^of 1974-1975, revenue expanded at 
the same rate as expenditure, and the budget balance fluctuated around 
an equilibrium level. However, the swift expansión in spending in those 
two years of recession (more than six percentage points of GDP), togeth-
er with fíat growth in revenue, caused a reversal in general government fi-
nancing, which went from net lending of roughly 1 % of GDP in 1973 to a 
net borrowing position of 5.3 % of GDP in 1975. Over the next ten years, 
the share of total government revenue in GDP rose moderately, advanc-
ing by two percentage points during the years of recovery (1976-1977) 
and then stabilising at around 43 % of GDP until the tax reform in the 
second half of the eighties. The slide in revenue associated with this re
form, although greater than initially expected, did not significantly enlarge 
the budget déficit, because spending also underwent a downward adjust-
ment as a percentage of GDP. From 1990 onwards, fiscal pressure again 
rose -by more than three percentage points- to help finance the greater 
government expenditure derived from reunification and from the growth in 
welfare benefits linked to the recession of 1991-1993. But the budget 
déficit, which had been nearly eliminated by the eve of reunification, has 
hovered at around 3 % of GDP since 1991. 

The estimates of the cyclical sensitivity of total general government 
revenue and expenditure and of net lending (+) or net borrowing (-) for 
the period 1961-1995 are presented in Table V.1 . However, these results 
are not very representativo for three reasons. First, to 1990 the data used 
refer to the former Federal Republic, while from 1991 inclusive they refer 
to unified Germany, thus creating an irreparable break in the homogene-
ity of the series. In addition, the government accounts for 1990 also re-
flected the fiscal consequences of reunification, especially in several ex
penditure captions (welfare benefits and various transfers to the former 
Democratic Republic), as well as the effects of other exceptional events 
such as the financing of the war in the Persian Gulf and the implementa-
tion of the last stage of the tax reform. Due to these one-off effects on 
both spending and revenue, the inclusión of the year 1990 in the sample 
period has a significant and negativo impact on the estimated valúes of 
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TABLE V.1 

GERMANY (1961-1995) 
CYCLICAL SENSITIVITY OF GOVERNMENT REVENUE AND EXPENDITURE 

Annual change as a percentage of GDP 

Average ^v¿Zn SensiMy t DW 

Total revenue 0.24 0.80 0.05 0.93 2.25 0.00 
Total expenditure 0.42 1.09 -0.05 0.76 1.46 0.00 
Net lending (+) or net 

borrowing(-) -0.18 1.26 0.10 1.25 2.11 0.02 

MEMORANDUM ITEM: 
Real GDP (rate) 3.25 2.76 _ _ _ _ _ 

the cyclical sensitivity of the variables to 1989. Second, the first half of 
the sixties was characterised by quite erratic fiscal policios, and thus the 
cyclical sensitivities estimated in periods beginning before 1966 are lower 
and less stable than estimates based on later data. Third, if the Chow test 
is applied to the estimates of the cyclical sensitivity of the budget bal
ance, total expenditure and its main components, the year 1976 is found 
to have the lowest probability of error, if it is assumed that the breaks in 
the series occurred that year. This probably reflects the fact that the aver
age growth rates of the variables as percentages of GDP were much 
higher in the first part of the sample than in the second. If the two periods 
are considered separately, the estimated stabilising effects of fiscal policy 
are more important and statistically significant to 1975 than from 1976. 
But this separation of the sample exaggerates the differences between 
sub-periods, because the recursive estimations of the cyclical sensitivity 
coefficients which begin in 1966 easily pass other stability tests, such 
as the accumulated sums of the original and square residuals, at a 95 
% confidence level. Accordingly, in analysing the stabilising effects of 
fiscal policy in Germany, the years 1966-1995 will be taken as the sam
ple period, introducing in all the regressions a dummy variable in 1991 
(with a valué of one in that year and zero in the rest) to avoid the effects 
of the break in the homogeneity of the series that year. The stability of 
the coefficients will be studied on the basis of recursive estimations to 
the year 1990. 

If the years 1966-1995 are taken as the sample period, the estimated 
cyclical sensitivities of revenue, expenditure and the balance of govern-
ment accounts are those shown in Table V.2. Total revenue reflected an 
average cyclical sensitivity of 0.04, with a standard deviation of 0.05, and 
thus it cannot be said to have had a stabilising effect. The recursive esti-
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TABLE V.2 

GERMAN Y (1966-1995) 
CYCLICAL SENSITIVITY OF GOVERNMENT REVENUE AND EXPENDITURE 

Annual change as a percentage of GDP 

Average Sensitivity t DW 

Total revenue 0.27 0.82 0.04 0.51 2.32 0.00 
Total expenditure 0.36 1.13 -0.27 3.45 0.95 0.35 
Net lending (+) or net 

borrowing(-) -0.09 1.33 0.31 3.02 2.17 0.22 

MEMORANDUM ITEM: 
Real GDP (rate) 2.99 2.86 _ _ _ _ 

mations of this coefficient show that its valué rose until reaching approxi-
mately 0.11 between 1974 and 1989, later falling to 0.04 as of 1990, pri-
marily due to the slide in revenue from current income and weaith taxes 
after the application of the third and most substantive stage of Germany's 
tax reform. To summarise, it can be said that over the past 30 years the 
stabilising influence of tota! revenue has been practically nil and unrelat-
ed to the Germán economy's cyclical position. 

The cyclical sensitivity of total general government expenditure in the 
period 1966-1995 averaged -0 .27 , with a standard deviation of 0.08, 
while its fluctuations reflect a 0.35 correlation with economic growth. 
However, a high autocorrelation is found between the residuals of this re-
gression, which can be remedied by introducing an AR(1) term in the 
equation, although the estimated cyclical sensitivity coefficient then be-
comes -0.37, significantly different from the previous one. The recursive 
estimates of the coefficient indícate that its valué ranged between -0.40 
and -0.43 from 1974 to 1981 and then stabilised at -0.30 as of 1983. The 
Chow test shows that it can be assumed, with a very low probability of er
ror, that a structural change exists in the series on total expenditure in 
1976. In this event, the cyclical sensitivity coefficient of total expenditure 
would have been -0.39 in the period 1961-1975 and -0.19 in the years 
1976-1995. Allowing for the uncertainty associated with this divergence in 
the estimations, it can be affirmed that total general government expendi
ture contributed notably to smooth the effects of the fluctuations in the 
rate of economic activity in Germany, although the exact magnitude of 
this contribution is difficult to estímate. 

The average cyclical sensitivity of general government net lending (+) 
or net borrowing (-) was 0.31 between 1966 and 1995, with a standard 
deviation of 0.10 and an associated coefficient of determination of 0.22. 
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The recursive estimations indícate that the coefficient of cyclical sensitivi-
ty was higher (around 0.55) in the years 1975-1980 and then stabilised 
as of 1983 at valúes slightly above 0.40 before falling to 0.34 in 1990. 
Thus the stabilising effects of Germán fiscal policy were very substantial 
and relatively systematic to 1989, as suggested by an estimated coeffi
cient of determination of 0.4 to that year, but the inclusión of the fiscal ef
fects of reunification in 1990-1991 reduces the significance of the esti
mated valúes of the cycl ical sensi t iv i ty coeff ic ients in the period 
1966-1995 a s a whole. 

V.3. Stabilising effects of disposable income 

The magnitude of the stabilising effects on private-sector disposable 
income exerted by general government income redistribution operations, 
via current revenue and transfers, is estimated at slightly more than one 
fourth in the period 1966-1995: for each percentage point of deviation in 
economic growth with respect to the average in the period, the general 
government share of national income deviated in the same direction by 
some 0.25 percentage points from its average chango in the period as a 
percentage of GDP, whereas the share of the other sectors deviated from 
their average chango in the opposite direction by approximately the same 
amount, since gross national disposable income reflected hardly any 
cyclical sensitivity. Chati V.2 shows the trends, in levéis and in fluctua-
tions, of gross national disposable income and its breakdown by general 
government and the other sectors of the national economy, all three vari
ables measured as percentages of GDP. 

Gross national disposable income, which is the equivalent of GDP 
plus current net income and transfers received from the rest of the world, 
fluctuated at around 99 % of GDP to 1989. In 1990 it fell sharply to 
97.8 % of GDP, probably as a result of the transfers of the former Feder
al Republic to the United States to help finance the military operations 
for the pacification of the Persian Gulf and also to the former Democratic 
Republic to ease its economic difficulties. After returning to its previous 
levéis in 1991-1992, gross national disposable income as a percentage 
of GDP fell again in the three following years, and it now stands at 
around 98 % of GDP. As seen in Chart V.2, the fluctuations of gross na
tional disposable income around its average were quite limited and fairly 
erratic. The cyclical sensitivity of this variable in the period 1966-1995 is 
estimated at - 0 . 0 1 , a valué not significantly different from zero, and its 
correlation with economic growth is nif. The recursive estimations indi-
cate that the cyclical sensitivity coefficient has remained stable, at least 
since 1974. 
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The breakdown of gross national disposable income by general gov-
ernment and the other resident sectors fluctuated broadly around an av-
erage of approximately 21 % of GDP in the case of the public sector and 
78 % in the prívate sector until 1989. In the nineties, however, general 
government gross disposable income has tended to fall below 19 % of 
GDP, while that of the prívate sector has tended to rise beyond 80 % of 
GDP. As already noted, these complementary adjustments in the two 
sectors' share of national income indícate the stabilising effect of fiscal 
policy on prívate-sector gross disposable income. The average cyclíca! 
sensitivity of general government gross disposable income in the period 
1966-1995 is estímated at 0.25, wíth a standard devíation of 0.09 and a 
0.19 correlation wíth the growth of the Germán economy. The resíduals of 
this regression sígnal a hígh negativo first-order autocorrelation (-0.35), 
which is elíminated by introducing a MA(1) term in the regression, al-
though this appreciably affects the estimated coefficient of cyclical sensi
tivity, which then becomes 0.18. The same results, with the opposite 
sign, are obtained for the estimated cyclical sensitivity of the prívate sec-
tor's gross disposable income in this períod. However, the correction of 
the residual autocorrelation with an AR(1) term leaves the estimation of 
the cyclical sensitivity of private-sector gross disposable income practi-
cally unchanged (0.25). The recursive estimations of these coefficients 
reveal that from 1975 to 1981 the stabilising effects exerted by fiscal pol
icy on prívate disposable income were appreciably greater (between 
0.40 and 0.45). 

The disaggregation of the main general government income redistri-
bution operations provides a way of analysing the channels through 
which their stabilising effects have operated. Charts V.3 and V.4 show 
the levéis and fluctuations as percentages of GDP of the most significant 
income and current transfers captions, under the conventions described 
in the iast section of Chapter 1. In the income captions, the strong in-
crease in social security contributions from 1965 to 1975 stands out in 
particular, a tendency that emerged again in the nineties. Among current 
t ransfers, wel fare benef i ts have undergone the most pronounced 
changos during the Iast 35 years, with very swift expansión in the periods 
1964-1967, 1974-1975 and 1990-1993. 

The sensitivity of current revenue (see Table V.3) was almost identi-
cal to that of total revenue, analysed above. None of the revenue compo-
nents showed a well defined cyclical sensitivity, although to 1989 they 
tended to have stabilising effects, with the adjustments in their weight as 
a percentage of GDP weakly linked to the fluctuations in the Germán 
economy. For the years 1966-1989 the estimated cyclical sensitivity of 
current taxes on income and wealth is 0.11, with a t-ratio of 2.43 and a 
correlation of 0.18 with economic growth. The recursive estimations indi-
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TABLE V.3 

GERMANY (1966-1995) 
STABILISING EFFECTS OF DISPOSABLE INCOME 

Annual change as a percentage of GDP 

Average ¿ f " ^ Sensitivity t DW 

GENERAL GOVERNMENT: 
Current revenue 0.27 0.81 0.03 0.48 2.32 0.00 

Taxes on production 
and imports -0.04 0.39 0.02 0.47 2.24 0.00 

Income taxes 0.03 0.56 0.07 1.38 2.46 0.01 
Social security contributions .. 0.26 0.35 -0.04 1.28 0.81 0.12 
Other revenue 0.02 0.22 -0.01 0.66 1.85 0.00 

Current transfers 0.32 0.80 -0.22 3.75 1.49 0.29 
Welfare benefits 0.19 0.71 -0.23 5.18 0.97 0.50 
Subsidies 0.02 0.28 0.01 0.59 2.43 0.00 
Interest payments 0.09 0,16 -0.03 2.86 1.66 0.18 
Other transfers 0.02 0.38 0.03 1.12 1.94 0.33 

Gross disposable income -0.05 1.17 0.25 2.78 2.66 0.19 

OTHER SECTORS: 
Gross disposable income 0.04 1.04 -0.27 3.40 2.60 0.25 

NATIONAL ECONOMY: 
Gross disposable income -0.01 0.43 -0.01 0.40 2.30 0.23 

MEMORANDUM ITEM: 
Real GDP (rate) 2.99 2.86 _ _ _ _ 

cate that this coefficient remained very atable (between 0.11 and 0.12) 
as of 1975. Chart V.3 reflects various fluctuations of these taxes in differ-
ent circumstances, occasionally with stabilising effects: in 1965, these 
had an expansionary sign; in 1971, 1972 and 1973, the effects were 
contractionary, expansionary and once again contractionary, as aíso oc-
curred in 1977, 1978 and 1980; and, lastly, this sequence changed in 
1988 and 1990, when the second and third stages of the tax reform were 
applied, with expansionary effects except in the contractionary interlude 
of 1989. 

The cyclical sensitivity of current transfers was -0.22 on average in 
the period 1966-1995, with a standard deviation of 0.06 and a 0.29 corre-
lation with economic growth. The recursive estimation of this coefficient 
indicates that its valué in the years 1975-1979 was -0 .34, whereas in 
earlier and later periods it remained very stable at around -0.25. A small 
first-order correlation (0.25) exists between the residuals of this regres-
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GERMANY 
GENERAL GOVERNMENT CURRENT TRANSFERS 

W E L F A R E B E N E F I T S 
% of GDP % 

ODUCTION S U B S 

4 6 

E F F E C T I V E I N T E R E S ! PAYMENTS 

4 6 

-4 -6 

OTHER C U R R E N T T R A N S F E R S 

4 6 

65 70 75 80 85 90 95 60 65 70 75 80 85 90 95 

Source: European Commission. Figures for 1996 and 1997 are forecasts estimated by the Commis-
sion's Technical Services. V 

27 



sion, which is remedied by introducing a MA(1) term in the equation, with-
out affecting the valué of its estimated cyclical sensitivity. 

Among current transfers (see Chart V.4), the captions for weifare 
benefits and, to a lesser extent, interest paymenís reflected a well defined 
cyclical sensitivity. That of weifare benefits is estimated at -0.23, with a t-
ratio of 5.18 and a 0.50 correlation with economic growth. The residuals 
show a high first-order autocorrelation (0.51), whose correction via an 
AR(1) term produces an estimation of -0.26 for the cyclical sensitivity of 
weifare benefits, not significantly different from the previous estimation. 
The recursive estimation of this variable's cyclical sensitivity reflects the 
same features discussed above for current transfers as a whole: a valué 
farthest from zero between 1974 and 1979 (-0.32) and stability in the 
earlier and later periods in the reglón of -0.23. The upper part of Chart 
V.4 shows the downward correction in weifare benefits between 1983 
and 1990, even though the growth rate of the Germán economy in this 
period was lower than its average in the period 1966-1995. The cyclical 
sensitivity of interest payments on public debt was small (-0.03), albeit 
significantly different from zero at a 99 % confidence level, and its corre
lation with economic growth was not negligible. This valué remained rel-
atively stable throughout the period 1966-1995, fluctuating between 
0.01 and 0.03. 

It can thus be concluded that the stabilising effects exerted by fiscal 
policy on prívate disposable income (0.25) primarily stemmed from cur
rent taxes on income and wealth (0.07), weifare benefits (-0.23) and in
terest payments (-0.03), while the contributions of other revenue and cur
rent transfers had destabilising effects. 

V.4. Stabilising effects of nominal expenditure and real demand 

The series on national prívate and government consumption at cur
rent prices, expressed in percentages of GDP at current prices, are pre-
sented in the left-hand column of Chart V.5. The right-hand column 
shows the fluctuations in these series (grey lines), together with the fluc-
tuations in the same variables at constant prices, as percentages of GDP 
at constant prices (black lines), both referring to the right scale, and the 
fluctuations in economic growth (in bars, measured in the left scale). The 
level of national consumption in terms of GDP fluctuated around 72 % in 
the sixties, and then increased by some five percentage points in the first 
half of the seventies. Since then, with a temporary fall in the second half 
of the eighties, it has held at around 78 % of GDP. Prívate consumption 
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fluctuated between 56 % and 60 % in terms of GDP over the entire peri-
od, while the share of government consumption, which represented 13 % 
of GDP in 1960, gradually rose until 1975, advancing especially rapidly in 
the first half of the seventies, and then fluctuated at 18 % to 19 % of GDP 
in the following 20 years, except in the two-year period 1989-1990, when 
it fell slightly below 18 %. The profile of the fluctuations in these series at 
current and constant prices is similar, except in several periods when the 
behaviour of the deflators of prívate consumption and GDP diverged. 
Most notable here were the late sixties, the early eighties and, in particu
lar, the year 1986, when the prívate consumption defiator fell by 0.3 % 
and the GDP defiator rose by 3.2 %. 

The average cyclical sensitivity of prívate consumption expenditure in 
the period 1966-1995 is estimated at -0.25, with a standard deviation of 
0.07 and a 0.62 correlation with economic growth. The recursive estima-
tions show that the cyclical sensitivity coefficient of prívate consumption 
expenditure was greater (in absoluto terms) in the years 1975-1981, 
when it stood at around -0.34, whereas before and after that period it sta-
bilised around -0 .25. As noted, these fluctuations are consistent with 
those observed for the cyclical sensitivity of private-sector gross dispos-
able income, and it can therefore be concluded that prívate consumption 
responded to the stabilising effects of disposable income in approximate-
ly the same proportion as that of the Germán economy's average propen-
sity to consume. The average cyclical sensitivity of real prívate consump
tion is estimated at -0.16 from 1966 to 1995, with a standard deviation of 
0.07 and a correlation of 0.40 with economic growth, although these re-
sults are influenced by the first-order autocorrelation between the residu-
als (0.288). If an AR(1) term is introduced in the regression, the cyclical 
sensitivity coefficient becomes -0.28, with a t-ratio of 4.37. The recursive 
estimation of this coefficient has a similar profile to that of prívate con
sumption at current prices and that of private-sector gross disposable in
come, with valúes further removed from zero (-0.25) between 1975 and 
1981 than in earlierand later years. 

The average cyclical sensitivity of government consumption, both at 
current and constant prices, was very similar in the years 1966-1995. 
The cyclical sensitivity of government consumption expenditure aver-
aged -0.10, with a standard deviation of 0.04, and its coefficient of de-
termination was 0.23. However, the regressions' residuals reflect a first-
order autocorrelation of 0.48, which is corrected with an AR(1) term, 
raising the estimated cyclical sensitivity (in absoluto terms) to -0 .14, with 
a t-ratio of 3.83. As in the case of prívate consumption, the recursive es
timation of the cyclical sensitivity coefficient of government consumption 
indicates that its valué was farthest from zero (-0.16) to 1981, stabilising 
at -0.11 to -0.12 from then on. No problems of residual autocorrelation 
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are found to exist for government consumption at constant prices. Its 
cyclical sensitivity from 1966 to 1995 was -0.12, with a standard devia-
tion of 0.02 and a coefficient of determination of 0.59. The recursive esti-
mation shows the same profile as that of government consumption at cur-
rent prices. 

The cyclical sensitivity of national consumption at current prices, i.e. 
the sum of prívate and government consumption, between 1966 and 
1995 was -0.35, with a standard deviation of 0.07 and a correlation of 
0.57 with growth. But, if an AR(1) term is introduced in the regression to 
correct the first-order autocorrelation of the residuals (0.41), the estimat-
ed valué of the coefficient becomes -0.43, with a t-ratio of 6.31 and a co
efficient of determination of 0.65. Despite the lack of precisión in the esti-
mat ions, it can be concluded that both government and prívate 
consumption had significant stabilising effects from nominal expenditure 
and real demand, and that the magnitude of these effects was approxi-
mately 0.3 and quite systematic, in that their coefficient of determination 
was higher than 0.5. This uncertainty concerning the magnitude of the 
stabilising effects is possibly due to the instability of the cyclical sensitivity 
coefficients evidenced in the recursive estimations, because they all re-
veal that from 1975 to 1981 the stabilising effects of consumption on ex
penditure and demand (just as those of general government revenue and 
current transfers on private-sector gross disposable income) were greater 
than in the rest of the sample period. 

The trend behaviour and fluctuations of gross national saving (see 
Chart V.6) were dominated by the fluctuations in general government 
saving, with prívate saving playing a comparatively smaller role despite 
its greater weight in the total. The national saving rate, which is nearly 
identical to gross national saving with respect to GDP, trended slightly 
downwards between 1960 to 1973, falling by somewhat less than three 
percentage points in this period. With the recession of 1974-1975, a fur-
ther decline of nearly six percentage points in the national saving rate 
was recorded, entirely due to the decrease in government saving. The 
subsequent recovery in general government gross saving barely reached 
2.7 percentage points of GDP in 1977, later stabilising in the región of 2 % 
of GDP to 1990. Prívate saving in turn fluctuated between 19 % and 21 % of 
GDP to 1976, and between 18 % and 19 % to 1985, but in the second 
half of the eighties it recovered notably, spurred by the more favourable 
treatment in the tax reform, reaching a record high of 22.2 % in 1990. 
Germany's reunification had a very significant impact on the national sav
ing rate, which slid by more than four percentage points to 1993, as a re-
sult of the increase in the prívate sector's average propensity to consume 
in unified Germany. In the years 1994-1995 a recovery appears to have 
begun in prívate saving as a percentage of GDP and in the national 
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savinrate, while government saving remained depressed at levéis cióse 
to zero. 

The average cyclical sensitivity of national saving in the period 1966-
1995 (see Table V.4) is estimated at 0.34, with a standard deviation of 
0.08 and a correlation of 0.41 with economic growth. The first-, second-
and third-order residuals of this regression reflect autocorrelations rang-
ing between 0.2 and 0.3, although this autocorrelation is no longer signifi-
cant if an AR(1) term is incorporated into the equation. In this case, the 
estimated valué of the cyclical sensitivity coefficient increases to 0.39, 
with a t-ratio of 5.23. The recursive estimations reveal the same qualita-
tive feature that was underscored into the comments on income and con-
sumption: the cyclical sensitivity of national saving was greater (around 
0.5) between 1975 and 1981, stabilising at valúes somewhat higher than 
0.3 as of 1982. 

General government gross saving was the dominant forcé in the cycli
cal sensitivity of national saving, as already noted, and its average cycli
cal sensitivity in the period 1966-1995 is estimated at 0.36, with a stan
dard deviation of 0.8 and a 0.26 correlation with growth. The residual 
autocorrelation is not significant. The recursive estimations of the cyclical 
sensitivity coefficient of government saving confirm that the stabilising ef-
fects of Germán fiscal policy were stronger (between 0.55 and 0.63) in 
the years 1975-1981. 

By contrast, private-sector gross saving showed no well defined cycli
cal sensitivity. The estimated coefficient for the years 1966-1995 is -0.02, 
which is only found to be significantly less than zero with an 80 % margin 
of error. Moreover, its fluctuations were very erratic, as evidenced in its 
nii correlation with economic growth. The recursive estimations confirm 
that the sensitivity of prívate saving was not significant in any period, al-
beit farthest from zero (-0.11) between 1975 and 1979. 

In contrast with the predominant influence exerted by general govern
ment on the behaviour of the national saving rate, prívate investment was 
the determining factor in gross national capital formation and its cyclical 
fluctuations, as is clearly seen in Chart V.7. Prívate investment and gross 
national capital formation as percentages of GDP moved around a dimin-
ishing trend from 1960 to 1975, the year when both reached their cyclical 
trough (around 15 % and slightly less than 19 % of GDP, respectively), 
while government investment fluctuated at around 4 % of GDP in the 
same 15 years. Since then, prívate investment and gross national capital 
formation have held at a stable trend level as percentages of GDP, with 
fluctuations in the región of 17 % and 20 %, respectively. The share of 
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government investment has gradually waned during the past 25 years, 
dedining from 3.8 % of GDP in the late sixties and 3.6 % in 1975 to 
somewhat more than 2 % in the nineties. 

The average cyclical sensitivity of prívate investment, which includes 
the net acquisition of land and gross capital formation, was 0.45 in the 
period 1966-1995, with a standard deviation of 0.08 and a correlation of 
0.53 with economic growth. The autocorrelation coefficients of this re-
gression's residuals are 0.40 in the first lag and 0.20 in the third, which 
are eliminated by adding AR(1) and AR(3) terms to the equation, with the 
estimated valué of the cyclical sensitivity coefficient then becoming 0.53, 
with a t-ratio of 7.0. In recursively estimating this coefficient, its valué is 
found to have declined over the years. In the early part of the seventies it 
was estimated at approximately 0.65; to 1981 it remained above 0.57, 
and since 1982 has stabilised at somewhat more than 0.50. 

Government investment, unlike prívate investment, reflects low cycli
cal sensitivity (0.03), with a rather destabilising bias and a very low corre
lation with economic growth throughout the sample period. The recursive 
estimations indícate that the cyclical sensitivity coefficient was greater in 
the early seventies, without becoming significantly different from zero at 
any time and stabilising at around 0.03 since 1975. 

In the period 1966-1995, the cyclical sensitivity of gross capital forma
tion at current prices, whose fluctuations are traced in the upper right-
hand part of Chart V.7 by the grey line and are measured in the right 
scale, averaged 0.48, with a standard deviation of 0.09, and its correla
tion with growth was 0.54. As in the case of prívate investment, a first-or-
der autocorrelation (0.41) exists in the residuals of this regression, which 
is remedied by introducing a MA(1) term, with the valué of the coefficient 
then becoming 0.51, with a t-ratio of 6.0. The recursive estimation shows 
identical characteristics to those just described for prívate investment. 

Not surprisingly, if we take into account the high degree of conformity 
in the fluctuations of gross capital formation at constant prices (the black 
line in the upper right-hand part of Chart V.7, measured in the right scale) 
and those of the same variable at current prices (grey line), its cyclical 
sensitivity is practically the same. For the average of the years 1966-
1995, the estimated valué of the coefficient is 0.43, with a standard devia
tion of 0.08 and a 0.54 correlation with growth, with these valúes show-
ing no notable chango after correcting the first-order autocorrelation in 
the regression's residuals. The recursive estimations allow us to check 
that the cyclical sensitivity coefficient of gross national capital formation 
in real terms was greater (around 0.6) to 1974, later dedining to 0.5 in 
the period 1975-1981 and stabilising at slightly below this valué in sub-
sequent years. 
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CHART V.6 
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TABLE V.4 

GERMANY (1966-1995) 
CHANCES IN THE BREAKDOWN OF NOMINAL EXPENDITURE AND REAL DEMAND 

Annual change as a percentage of GDP 

Avera9e díl latZn Sensitivity DW 

National consumption. 
Prívate 
Government 

Cross national saving. 
Prívate 
Government 

National investment. 
Prívate 
Government 

National saving/investment 
balance (1+2 = 3 - 4 + 5) . 
1. Prívate 
2. Government 
3. Exports 
4. Imports 
5. Income and transfers .. 

0.20 
0.09 
0.11 

-0.22 
-0.05 
-0.17 

-0.22 
-0.15 
-0.07 

0.01 
0.10 

-0.10 
0.15 
0.13 

-0.01 

REAL DEMAND (a): 
Prívate consumption 0.36 
Government consumption . . . . -0.12 
Gross capital formatíon -0.17 
Exports 0.40 
Imports 0.46 

MEMORANDUM ITEM: 
Real GDP (rate) 2.99 

1.30 
0.91 
0.53 

1.26 
0.99 
1.33 

1.47 
1.37 
0.24 

1.24 
1.70 
1.33 
1.84 
1.36 
0.43 

1.00 
0.36 
1.30 
1.50 
0.72 

2.86 

-0.35 
-0.25 
-0.10 

0.34 
-0.02 

0.36 

0.48 
0.45 
0.03 

-0.14 
-0.47 
0.33 
0.02 
0.16 

-0.01 

-0.16 
-0.12 
0.43 
0.06 
0.21 

4.71 
5.06 
2.55 

4.04 
0.24 
3.64 

5.60 
5.50 
1.56 

1.87 
4.69 
3.22 
0.19 
1.34 
0.40 

2.42 
5.84 
5.57 
0.74 
4.19 

1.15 
1.64 
1.02 

1.55 
2.45 
2.35 

1.06 
1.07 
1.69 

1.57 
1.97 
2.30 
1.93 
1.65 
2.30 

1.41 
1.75 
1.34 
1.92 
1.88 

0.57 
0.62 
0.23 

0.41 
0.17 
0,28 

0.54 
0.52 
0.11 

0.47 
0.53 
0.22 
0.40 
0.01 
0.23 

0.40 
0.59 
0.54 
0.62 
0.37 

(a) Annual change in variables at constant pnces, as percentage of GDP at constant prices. 

The trends and cyclical fluctuations in the saving/investment balances 
of the national economy, the prívate sector and general government as 
percentages of GDP are shown in Chart V.8. As seen, the aggregate bal
ance reflects no clear upward or downward trend, but has fluctuated in 
the past 35 years at around a positive average of 1 % of GDP. The only 
years in which the Germán economy's saving/investment balance was 
negativo were 1965, 1979-1981 and from 1991 onwards, due to the ef-
fects of reunification. By contrast, the saving/investment balances of the 
prívate sector and general government showed contrary trends: rising in 
the case of the first and falling in the case of the second. 
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Between 1960 and 1973, investment was invariably greater than pri-
vate-sector saving except in the recession of 1967 and the following year. 
In the recession of 1974-1975, the strong fall in private investment as a 
percentage of GDP again placed this sector's saving/investment balance 
at positivo valúes of cióse to 5 % of GDP, but the recovery in the private 
investment rate in the second half of the seventies caused this balance to 
record a negativo balance once again in 1980, albeit for the last time. 
From then on, the long period of slow growth in the Germán economy in 
the eighties kept private investment below private saving, with a very pos
itivo balance, which in 1990 stood at slightly more than 4 % of GDP. Not 
oven the impact of Germany's reunification, with the significant fall in the 
saving rate that ensued, pushed the investment of the private sector be-
yond its level of saving. It was this excess in Germany's private saving as 
of 1981 that suggested to many analysts that the demand policios imple-
mented were unnecessarily restrictivo and that there was considerable 
leeway for revitalising the economy's growth by stimulating expansión in 
private-sector consumption and investment. Meanwhile, the trends in the 
general government saving/investment balance were the same as in this 
sector's net lending (+) or net borrowing (-), as discussed above, be-
cause the net capital transfers paid by general government, which explain 
the difference between the two balances, have remained very stable 
since 1960, moving between 1 % and 2 % of GDP. 

The average cyclical sensitivity of the national economy's saving/in
vestment balance in the period 1966-1995 was -0.14, with a standard de-
viation of 0.07 and a coofficient of determination of 0.47. The residual au-
tocorrelation is not very important in this case (less than 0.2 in the first 
threo lags). The cyclical sensitivity coofficient estimated rocursively hold 
stable, at least for the estimations which end in the years after 1974. 

The private sector's saving/investment balance reflected a cyclical 
sensitivity of -0.47 on average in the period 1966-1995, with a standard 
deviation of 0.10 and a correlation of 0.53 with oconomic growth. This re-
gression prosents no problems of residual autocorrelation. The recursive 
estimations show that the cyclical sensitivity coofficient of this balance 
was farthest from zero (around -0.70) to 1979, and it then stabilised at 
around -0.57 from 1982 beforo falling to less than 0.5 in the nineties. 

The average cycl ica l sensi t iv i ty of the genera l government 
saving/investment balance was 0.33, with a standard deviation of 0.10 
and a coofficient of determination of 0.22. No autocorrelation exists be
tween the residuals of this regression. If the cyclical sensitivity coeffi-
cient is estimated rocursively, its valué is found to follow a pattern simi
lar to that of the other relevant balances of government accounts (gross 
disposable income and gross saving), reaching 0.50 to 0.60 in the years 
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CHART V.7 
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1975-1981, around 0.44 in the period 1982-1989 and sliding to below 
0.35 in 1990. 

In short, it can be said that the cyclical sensitivity of prívate invest-
ment predominated in the fluctuations in the private sector's saving/in-
vestment balance and that these, in turn, most influenced the fluctuations 
in the balance of national saving and investment. By contrast, the cyclical 
sensitivity of the general government saving/investment balance was de-
termined by government saving, which preved insufficient to accommo-
date the broader fluctuations in private investment. This insufficiency and 
the destabilising influence of government investment and private saving 
are the explanatory factors in the negativo cyclical sensitivity of the na
tional economy's saving/investment balance. 

From the standpoint of external relations, the saving/investment bal
ance of the national economy corresponds to the balance of current 
transactions with the rest of the world, which is equal to exports minus 
imports plus the net income and current transfers received from abroad. 
The cyclical fluctuations and trends in exports and imports, as percent-
ages of GDP at current prices, from 1960 onwards are presented in Chart 
V.9. Current net income and transfers are the difference between GDP 
and gross national disposable income, and its scant quantitative impor-
tance can be seen in the upper part of Chart V.2. By contrast, the weight 
of the Germán economy's cross-border trade flows of goods and sen/ices 
in GDP at current prices rose swiftly to 1985, with notable jumps in the 
years of oil price hikes and across-the-board increases in inflation rates. 
With the decline in crude prices in 1986, there was a temporary slowing, 
which was reversed in the final years of the eighties. However, with Ger-
many's reunification, the almost nil export capacity of the new federated 
states caused the share of exports in GDP a current prices to decline by 
nearly ten percentage points until 1993, whereas the fall in imports was 
approximately half that amount. Thus the former Federal Republic's size-
able positivo balance in current transactions with the rest of the world, 
which exceeded 4 % of GDP in 1989, became a déficit of 1 % of GDP as 
of 1991 in unified Germany. 

In the right-hand column in Chart V.9, the grey linos show the fluctua
tions in exports and imports at current prices as percentages of GDP at 
current prices, and the black linos show the same variables at constant 
prices, measured with respect to the right scale. The bars, referring to the 
left scale, represent the deviations in the growth rate of real GDP with re
spect to the average in the period 1961-1995. The fluctuations in exports 
at current and constant prices are found to conform to each other, but 
those measured at current prices are more pronounced, as evidenced in 
their different cyclical sensitivity. In the case of imports, by contrast, much 
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CHART V.8 
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CHART V.9 

GERMANY 
EXPORTS AND IMPORTS OF GOODS AND SERVICES 
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Source: European Commission. Figures for 1996 and 1997 are forecasts estimated by the Commis-
sion's Technical Services. 

lesa conformity between these fluctuations is found, due to the swings in 
exchange rates and international prices, with notable differences in the 
years of increases or decreases in the price of Germán oil importa and 
also in periods when the D-Mark appreciated (in the early seventies) or 
depreciated (in the early eighties) against the dollar. 

Exports of goods and services showed no defined cyclical sensitivity 
either at current or at constant prices between 1966 and 1995, and their 
correlation with growth was practically nil, because the high valué of the 
coefficient of determination which appears in Table V.4 is solely at-
tributable to the inclusión of the dummy variable in 1991. By contrast, im-
ports were the adjustment variable that offset the insufficient adaptation 
of national consumption (or saving) to the fluctuations in gross national 
capital formation. Their cyclical sensitivity at current prices was lower, 
less significant and less systematic than at constant prices due to the 
changos in the deflator of imports with respect to the GDP deflator. The 
valué of the coefficient estimated for imports at current prices (0.16) can-
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not be considered significantly different from zero, and the correlation 
with growth is nil, whereas their valué at constant prices (0.21) is signifi
cantly positive, and the associated coefficient of determination (0.37) is 
not negligible. The recursive estimations show that these coefficients re-
mained stable as from the mid-seventies. 

It can therefore be concluded that the stabilising effects of fiscal poli-
cy on national consumption -both indirect, via the stabilisation of prívate 
disposable income and consumption, and direct, via government con
sumption- were insufficient to stabilise national demand amid the fluctu-
ations in prívate investment, with ímports compensatíng for this ínsuffí-
cíency. 
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VI 

FRANGE 

VI.1. Economic growth and stabilisation policies 

Post-war reconstruction, in the period to 1958, was marked in France 
by political instability (15 governments between 1947 and 1954), inflation, 
losses in the competitiveness of firms and the ensuing balance-of-pay-
ments problems. This difficulty-ridden phase saw the entrenchment of 
many of the essential features of the French economic structure. These 
included State interventionism in economic life, price and credit controls, 
and the general macroeconomic policy stance. The latter would endure to 
1983, based on the pump-priming of domestic demand, the expansión of 
subsidised credit at lower-than-market rates and the use of devaluation 
as a mechanism for correcting the disequilibria generated by inflationary 
growth. The control exerted by the State over economic life has deep-
seated historical roots and took the form of what was called "indicativo 
planning". The fundaments of this mechanism are: the dependence of 
French industry on borrowed funds and, in particular, on bank-intermedi-
ated long-term debt; the controlling position of State-held institutions in 
the financial system; and the quantitative control of credit and the setting 
of interest rates by the Banque de France. The fact the French central 
bank reported to the Ministry of Finance made this ministry the country's 
most powerful institution regarding the regulation of national economic 
life, by means of credit and its privileged routing towards the industrial 
branches to which preferential development was accorded. Extensivo, 
detailed price controls, together with those on capital movements, com-
plemented the reach of State intervention in the French economy. 

The goal of maximising economic growth was pursued via expansion-
ary demand-side macroeconomic policies. These comprised a modérate 
fiscal policy, but one systematically in déficit, and a policy of subsidised 
money, which grew unrestrainedly. Yet this continuous prompting of de-

43 



mand ran up against bottlenecks on the supply side, as a result of ineffi-
ciencies arising from government intervention and from price controls. 
The outcome was pent-up or overt inflationary pressures, a loss of exter-
nal competitiveness or corporate profitability and, ultimately, balance-of-
payments difficulties that prevented real growth of the economy, inducing 
downward pressure on the franc. From 1958 to 1973, several factors 
made for strong, sustained real GDP growth: the abandonment of the 
confines of bilateral trade; the reduction of French protectionism; the 
gradual integration of the Common Market economies; the growth of 
world trade; and the more prudent demand policios pursued following the 
Pinay and Rueff monetary stabilisation. There were only temporary set-
backs to this growth, such as that caused by the 1968 upheavals. The 
economy's growth rate during this period ran at over 5 %, and the bal
ance of transactions with the rest of the world was positivo every year ex-
cept in 1968 and 1969. Inflation, however, bogan to accelerate from 1966 
onwards. 

When the first oil shock struck in 1973, inflation in Franco was already 
cióse to 7 %, and the economy's heavy dependence on imported energy 
at that point (75 %, compared with 55 % on average in the EEC coun-
tries) heightened the inflationary impact at the same time as productivo 
activity was slowing. The initial response to the crisis was slow, owing to 
the May 1974 presidential elections. Consequently, expansionary de
mand policios continued to be applied until then. The result was an accel-
eration in prices, an increase in imports and the emergence of a current-
account déficit. At the same time, real wages were growing, corporate 
profitability was worsening and energy prices (controlled by the govern
ment) were not being commensurately adjusted to crudo oil costs. The 
elections were won by Valéry Giscard d'Estaing, who defeated the left-
wing candidato Frangois Mitterrand by the narrowest of margins. In their 
wake, the new prime minister, Jacques Chirac, attempted to follow a 
counter-inflationary policy. This involved fiscal measures entailing higher 
personal income tax and cuts in investment tax incentives, and monetary 
measures restricting credit. All these measures were aimed at decelerat-
ing demand, especially investment in capital goods, so as to reduce im
ports and restore equilibrium to the external balance (Banque de Franco, 
Compte Rendu, 1974). The measures had little immediate impact on in
flation and contributed to accentuating the decline in economic activity, 
which had already been affected previously by adverse developments in 
world manufacturing trade. Thus, in 1975, the French economy went into 
recession for the first time since the Second World War, driven by a fall in 
investment of over 15 %. 

The counter-inflationary measures were not, however, given time to 
take effect. Between April and September 1975, the economic policy 
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stance was radically changed. The overriding aim now was to re-launch 
activity and employment. As the recession unfolded, the budget déficit 
was allowed to rise and new monetary and fiscal measures were adopted 
to boost private investment and raise civil service wages in line with the 
prívate sector, where purchasing power was on the increase despite the 
acceleration in prices. Several consequences ensued from Chirac's re-
launching programme: the re-expansion of private and government con-
sumption and of inflation; losses in the profitability and competitiveness of 
companies, which were paying for higher energy charges out of their 
earnings; the re-emergence of the external déficit; and the weakening of 
the franc, which abandoned the European monetary snake for good on 
March 15th 1976. 

A new government was appointed in the summer of 1976. Heading it 
was Raymond Barre, who would hold the post for the following five years. 
This government had designed an ambitious programme of structural re-
forms to liberalise the French economy, setting out a medium-term eco-
nomic policy stance less activist than that of its predecessor. The primary 
aim was to restore external equilibrium and the strength of the franc on 
lasting foundations. To do this it was necessary to cut inflation and revive 
corporate profitability and competitiveness by means of a wage decelera-
tion, a reduction in the budget déficit and a tighter monetary policy. How-
ever, for these goals to last once achieved, it was also necessary to free 
the economy from price, credit and capital controls. The radical measures 
adopted in September that year sought to break the inflationary spiral via 
a freeze on prices and public-service rates until the end of the year. They 
were followed in 1977 by the selectivo reduction of VAT on certain prod-
ucts and curbs on the growth of public-sector wages, tying them to infla
tion. Recommendations were further made to the private sector to follow 
the same real-wage-freeze measures. Direct taxes on company profits 
were also raised, and individuáis were obliged to purchase public debt. 
Overall, the fiscal policy stance in 1976 was restrictivo on the revenue 
side and neutral on the expenditure side, and general government gross 
disposable income picked up strongly due to the inflation-induced expan
sión of all the current-revenue Items and to a slight decline in welfare 
benefits. Although the share of government consumption in GDP in-
creased by 0.3 percentage points in nominal terms, the budget déficit de-
clined to below 1 % of GDP. On the monetary policy front in 1977, a 
growth target of 12.5 % was set for M2 for the first time. 

These measures had positivo effects on the reduction of the external 
déficit and on the stabilisation of the franc, but inflation scarcely fell in 
1977 (down one percentage point to 9 %) and real growth fell to 3 %. The 
rapid increase in unemployment accompanying this deceleration of eco-
nomic activity weakened the authorities' resolve to pursue the counter-in-
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flationary adjustment. Legislativa elections were imminent (the spring of 
1978) and the left-wing opposition was standing with a united front. Bud-
getary rigour was eased before 1977 was out and fiscal policy became 
openly expansionary the following year. General government gross dis-
posable income as a percentage of GDP declined by about one percent-
age point in each of these years, exerting a destabilising effect on nomi
nal aggregate demand, which was already growing above 3 % in real 
terms. The expansionary effect which, in terms of GDP, the reduction in 
current revenue and the rise in welfare benefits had on private-sector dis-
posable income did not lead to an increase in prívate consumption, but 
rather prívate saving, while prívate investment continued to diminish as a 
percentage of GDP. The results of this new chango in short-term eco-
nomic policy stance were not satisfactory: although the external balance 
was in surplus and the franc held stable, the growth rate also stabilised at 
between 3 % and 3.5 %, while unemployment continued to climb and 
prices quickened. 

The plans to liberalise the French economy devised by the Barre gov
ernment gradually began to be applied, starting with the removal of price 
controls, once the governing coalition won the 1978 elections. The aim 
was that the lifting of controls should be in tándem with structural market 
reforms to increase business competitiveness and with tighter macroeco-
nomic policios that would support the franc and restrain the increase in 
domestic demand. It was expected that this increase in domestic compe-
tition would check inflation and that companies themselves would take 
care of restraining wage pressure. However, the liberalisation of prices 
was swifter than the increase in competition, especially in the services 
sector, and the fresh wave of olí price rises as from end-1978 also con-
tributed to raising inflation in the following years and to the ongoing dete-
rioration of the external balance. Macroeconomic policios were tightened. 
Monetary policy was accommodative towards the 1979 oil shock, and M2 
overshot the 11 % target set for that year by over two points, but it was 
notably tightened in 1980 to control inflation. Fiscal policy, which in 1978 
had seen a budget déficit on the same scale as that recorded in the 1975 
recession, set out to restore budgetary equilibrium. This was achieved in 
1980, but the recessionary International background compounded the re
strictivo fiscal stance, adversely affecting economic growth and employ-
ment, which continued on an unremitting decline. The tightness of fiscal 
policy was focused on the revenue sido, while the influence of expendi-
ture was more modérate. General government gross disposable income 
rose by 1.5 percentage points of GDP, both in 1979 and 1980, when it 
peaked. All the current-revenue items contributed to this increase in gen
eral government gross disposable income and, under current transfers, 
only the moderation of the growth of welfare benefits in 1979 made a mi-
nor contribution. Prívate consumption in real terms was adversely affect-
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ed by the decline in private-sector gross disposable income as a percent-
age of GDP, but in nominal terms its weight in output climbed strongly 
due to the effect of dearer energy on consumer prices. Consequently, pri
vate-sector saving fell drastically by 1.5 percentage points of GDP in 
1979 and by almost 2 points in 1980. 

In sum, Raymond Barre had an economic policy geared to the long 
term which included a balanced mix of structural reforms and macroeco-
nomic measures. But the French political situation and social discontent 
with the continuous rise in unemployment made him chango tack on two 
occasions, resorting once more to the short-term activism of the Chirac 
years, with destabilising aggregate demand effects. In 1978, at the time 
of the legislativo elections, expansionary monetary and fiscal policios 
were implemented in an attempt to stop the rise in unemployment by 
boosting demand. The policios preved useless given the rigidity of supply 
and the compensatory adjustments in prívate saving. In 1979 and 1980, 
despite the presidential elections the following spring, the macroeconom-
ic policios pursued were restrictivo enes against a backdrop of slowing 
growth and international trade. The success achieved in eliminating the 
external déficit and stabilising the franc was short-lived, inflation quick-
ened slightly and unemployment climbed once more. The restructuring of 
public finances torced through between 1979 and 1980 and the liberalisa-
tion measures ushered in as from 1978 were the most positivo aspects of 
the legacy of Giscard d'Estaing and Raymond Barre to the incoming so-
cialist government in 1981, with Mitterrand's victory in the presidential 
elections. In 1980, general government revenue contributed to attaining a 
balanced budget, despite the cyclical deceleration then besetting the 
French economy. This equilibrium was thanks to the greater revenue 
raised from income tax and social security contributions and to certain ac-
counting changos. Expenditure, on the contrary, did not contribute no-
tably to eliminating the déficit, as Barre began to ease fiscal policy to-
wards the end of 1980. 

When the united front of socialists and communists won the elections 
in 1981, the new government set itself the priorities of re-launching eco
nomic activity and employment, along with the redistribution of income 
and improved working conditions. It decided to pursue a policy aimed at 
boosting the growth of aggregate demand by means of expansionary 
monetary and fiscal measures. The money supply and government con-
sumption and investment spending accelerated. Prívate consumption was 
prometed via welfare benefits, the increase in the statutory mínimum 
wage and the reduction of working hours, and national investment via the 
nationalisation of companies and financial institutions, which were in-
structed to sustain employment and extend their productivo capacity. The 
risks of pursuing this strategy to expand demand in a single country were 
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clear. But the new authorities were confident that world trade would pick 
up (as the main international agencies were forecasting), thereby limiting 
the foreseeable deterioration of the external balance. There were consul-
tations with both the Federal Reserve, which warned of the imminence of 
a recession in the US economy (Greider, p.393), and the Treasury, which 
- by contrast - anticipated a quickening of real growth in the United 
States. The optimism of the latter institution was ultimately preferred. 

The programme Mitterrand had agreed on with the communists in-
cluded a reduction of the working week, an increase in the minimum 
wage, new nationalisations of industries and financial institutions and the 
extensión of the welfare state, raising benefits and improving public 
health and education. The overall effect of these measures was to reduce 
the productivo potential of the French economy, while at the same time 
increasing short-term aggregate demand. Inevitably, the French balance 
of payments went inte déficit, inflation accelerated, the stock market 
plummeted and capital outflows increased to Germany and the United 
States, which had high interest rates as a result of their restrictive mone-
tary policy stance. The franc would also have collapsed were it not for 
capital controls and firm intervention by the Banque de Franco. These In
struments were temporarily able to contain the pressure on the franc, but 
they did not manage to turn the depreciating trend around. Savers lost 
confidence in the French curreney and it was devalued three times (in 
October 1981, June 1982 and March 1983) before regaining stability. 

The experiment with this expansionary policy was short-lived, but in
tense and instructivo. The monetary tightness maintained by the Federal 
Reserve and the US economy's slide towards recession were, along with 
the oil-price riso, the key external constraints that led to the policy being 
aborted. The redistributive measures involving the increase in welfare 
benefits, paid holidays and the minimum wage, and the reduction in the 
working week to 39 hours (along with the expansión of public-sector em-
ployment), boosted consumption. But they also heavily raised unit labour 
costs and reduced companies' profitability and their self-financing capaci-
ty, discouraging private-sector investment. The increase in investment by 
public-sector companies and the maintenance of their staffing levéis 
spurred aggregate demand, but the efficieney costs and the budgetary fi-
nancing of these intervention arrangements could not be sustained for 
much longer. The balanced budget in 1980 turned negativo to a budget 
déficit of 2.8 % of GDP in 1982, and of 3.2 % in 1983. Inflation accelerat
ed slightly. Given the higher growth of French domestic prices and, above 
all, of domestic demand compared with competitors, the current-account 
balance swiftly worsened. In parallel, lower interest rates in Franco than 
elsewhere prompted the outflow of funds and a déficit on capital account. 
The inevitable was accepted and, in October 1981, the franc was deval-
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ued. Delors, the French finance minister at that time, sought an agree-
ment whereby the realignment was presented as a joint movement 
revaluing the D-Mark (by 5.5 %) and devaluing the franc (by 3 % ) . 

The scale of this realignment of parities preved insufficient in view of 
both the difference between domestic demand growth in France and that 
in the other major economies and the subsequent deterioration in the 
French balance of payments. Henee, in the spring of 1982, a further de-
valuation of the franc (by 5.7 %, combined with a 4.25 % revaluation of 
the D-Mark and the Dutch guilder) had to be accepted. Due to the strong 
increase in disequllibria, the French government was facing a grave 
dilemma by mid-1982. Were it to continué pursuing its expansionary poli-
cy, as the communists and the left wing of the socialists proposed, it 
would be obliged to step up government intervention and controls of all 
types, distancing itself from other industrialised countries and, in particu
lar, from the other EEC members. Were it to beat a retreat, as the more 
liberal socialists advocated, unpopular stabilising measures would be 
necessary. This second alternativo was ultimately chosen. The aim was 
to lower inflation, restrain the rise in the budget and external déficits, and 
restore profitability to companies. In June 1992 prices and wages were 
frozen until the end of October; public spending was cut; the growth of 
social security contributions paid by employers was capped; a largor pro-
portion of the cost of family allowances was transferred to employees; 
corporate income tax was cut by 10 %; the possibility for firms to avail 
themselves of accelerated depreciation was increased; and VAT on ma-
chinery was eliminated for the following three years. All these measures 
contributed to correcting the inflation, budget-deficit and external disequl
libria of the French economy. But they did not prevent a third devaluation 
(by 8 %) of the franc, this being passed off once more as an overall re
alignment of the ERM, with a revaluation of the D-Mark and the guilder of 
5.5 % and a devaluation of the franc by 2.5 %. As of March 1983, the val
ué of the franc against the D-Mark was almost 30 % below its parity eigh-
teen months earlier. 

The 1981-82 reflation was ultimately choked off by the external con-
straint of the French economy. This was not so much for the inflation dif-
ferential and the associated loss of competitiveness (which was rapidly 
corrected with the devaluations of the franc) as for the domestic demand 
growth differential and the subsequent expansión of imports and contrac-
tion of exports as a percentage of GDP. The results of this experience did 
not differ substantially from those obtained in the expansions in 1975 (un-
der Chirac) and 1978 (Barre). The latter were shorter, less intense, based 
on transitory measures, geared to promoting investment rather than con-
sumption and supported by monetary policy and the international environ-
ment. The socialist reflation had more ambitious goals, encompassing not 
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only the re-launch of the economy but also the redistribution of income. 
Measures difficult to reverse were adopted and it was sought to spur con-
sumption so as to drive the subsequent recovery in prívate consumption. 
Yet this recovery never took place, as it was ultimately blocked by the fi-
nancial and international setting. 

From the macroeconomic standpoint, this reflation was the final 
episode of a series of attempts to forcé through expansions of and re-
strictions on aggregate demand through changos in economic policy. 
What Chirac had initiated in 1974 was abandoned in 1983. The attempts 
of the conservativo governments in the second half of the seventies 
largely failed due to limitations of conception and brevity of application, 
being largely offset by the adjustments in prívate saving and investment. 
The socialist government's attempt was much more intense, but only a 
fleeting recovery in economic growth was achieved in 1982, since the 
public-finances and external-balance disequilibria worsened rapidly. The 
chango in tack in 1983 restored equilibrium in 1984 to the balance on cur-
rent transactions with the rest of the world, but the structural nature of 
most of the measures affecting public finances between 1981 and 1983 
made the subsequent reduction of the budget déficit much more difficult. 

The so-called competitive-deflation strategy began to be applied 
steadfastly, and with increasing credibility, as from 1983. The aim was to 
promote economic growth and employment via a depreciation of the real 
exchange rato. This was to be achieved not by a nominal depreciation 
but via a reduction in inflation to lower levéis than those prevailing in 
competitor countries. That meant breaking the vicious circle comprising 
the expansión of demand, inflation and the nominal depreciation of the 
franc in which the French economy had been locked. A virtuous circle 
was now sought based on wage restraint and on monetary and fiscal poli
cy discipline to prevent an excessive expansión in aggregate demand 
from re-fuelling inflationary expectations. 

At the base of the competitive-deflation strategy was the deceleration 
of unit labour costs. This entailed a direct and immediate gain in competi-
tiveness for companies, if they adjusted the growth of their prices down-
wards by the same proportion, or an increase in their profitability if the in
flation adjustment were less, the potential result being greater investment 
and indirect productivity and competitiveness gains in the médium term. 
But along with the easing of the external constraint derived from the on-
going loss of competitiveness, this strategy sought to make economic 
growth more sustainable over time by eliminating or at least reducing the 
distortions introduced by inflation into market workings. Specifically, the 
aim was simultaneously to elimínate two obstados to sustained growth in 
the economy: inflation and the external déficit. 
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The implementation of restrictive demand policies was the other pre-
requisite if this strategy were to prove credible and successful. From 
1983 onwards, the French government applied these policies decisively 
and perseveringly, reducing the inflation rate (measured by the GDP de-
flator) from almost 12 % in 1982 to around 3 % in 1987. A stringent 
macroeconomic policy was pursued by the French government. In the 
budgetary área, this involved a firm control of public finances to keep the 
general government borrowing requirement below 3 % of GDP and, 
on the monetary side, maintaining the stability of the franc against the 
D-Mark. Between 1983 and 1986, the Bundesbank was the undisputed 
leader of a clearly asymmetrical ERM, which operated as a D-Mark zone, 
this currency anchoring the system. Germán monetary policy was deter-
mined autonomously, with the aim of maintaining price stability in Ger-
many. And the remaining countries had to opérate their monetary policy 
with a view to maintaining parity with the D-Mark, whatever the potential 
consequences might be. Given the rigidity of supply in the EU 
economies, starting with Germany, real interest rates were duly high to 
keep aggregate demand under control. It was argued that the lack of flex-
ibility of markets (the labour market in particular) was so serious that any 
attempt to kick-start the expansión of the demand for goods and services 
via fiscal or monetary policies would be lost amid an acceleration in infla
tion. Real wages were considered to be excessive and unempioyment to 
be of a classical nature, and it was thought that the proper economic poli
cy approach should be based on "social dialogue" and on pacts to elimí
nate wage indexing, by means of incomes policies agreed upon by the 
government and the social agents. 

This economic policy strategy faced, however, major difficulties. 
These derived mainly from continuing high interest rates, which enforced 
exchange-rate discipline in the ERM. The hegemony of the D-Mark as the 
ERM anchor was based on the premiso that it would never be devalued 
against the other member currencies. This premiso implied, however, that 
Germán interest rates should set a floor for rates in the other member 
states, a floor these countries could not avoid without risking the danger 
of speculative attacks against their currencies. If other big countries, such 
as Franco, had ambitions to incorpórate greater symmetry into the sys
tem, their currencies would have to prove to the markets that they were 
no less sound than the D-Mark. But if the initial starting position of these 
countries was one of higher inflation than Germany and the monetary 
strategy to reduce it was to maintain at all costs their exchange rate 
against the D-Mark, then the initial losses in competitiveness - while the 
inflation differential were not to narrow to zero - would have to be ab
sorbed subsequently, keeping their inflation rates below that of Germany 
for a sufficient period. Whence the main contradiction of this strategy. If 
the Bundesbank's monetary policy preserved price stability in Germany, 
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application of the strategy would imply accepting unmitigated deflation, 
with real interest rates higher than Germán ones for as long as were nec-
essary to el iminate the accumulated losses in compet i t iveness. In 
economies such as the European ones, where price and wage flexibility 
are not widespread, this strategy of disinflation (firstly) and open competi-
tive deflation (afterwards) imposed costs in the form of low economic 
growth, masslve unemployment and bloated budget déficits. It was thus 
hardly viable. 

Due to scant growth in the French economy and the persistent in-
crease in unemployment between 1983 and 1987, the economic policy 
of austerity and competitivo disinflation was attacked from various quar-
ters. It was argued that the demand policies applied stood in the way of 
prosperity, and that they had not even acquired enough credibility to 
lower interest rates to Germán levéis. And this despite French inflation 
actually falling stably below that of Germany. As undesirable repercus-
sions of macroeconomic stringency, critics of these policies pointed to 
the sluggishness of economic growth and the effects of the increase in 
long-term unemployment, brought on by a hysteresis mechanism. Fur-
ther to this diagnosis, they recommended harnessing the nominal rigidi-
ties of prices and wages to expand demand via fiscal incentives and in-
terest-rate cuts, although that would cause a substantial devaluation of 
the exchange rate and forcé the franc's exit from the ERM. In short, 
they advised returning to the economic policy regime Franco had fol-
lowed for decades, until the 1981-1982 experience induced the chango 
of stance. 

In contrast, from the standpoint of those proposing giving priority to 
market competition and the promotion of prívate enterprise, the French 
economy's growth problems derived from two sources: excessive govern-
ment intervention and domestic regulations not suited to the terms of In
ternational competit ion, which technological change and free capital 
movements were imposing on a global scale. State protection was exces
sive. On one hand in public-sector companies, where wage rises and oth-
er benefits could be granted to employees without the threat of the result-
ing losses erasing them. On the other in welfare benefits (which eroded 
the incentive to work, reducing labour supply) and in job protection (which 
hindered labour demand). At the same time, the heavy budgetary costs of 
such protection were financed by very high income tax rates, which dis-
couraged saving, and for social security contributions, which made job 
creation more costly. Under this view, tight macroeconomic policies were 
not intended directly to stimulate growth but to tackle the obstados that 
might hamper growth and make it unstable. 

In 1984-85, the authorities set store by the modest economic upswing 
to increase general government revenue, which remained stable as a 
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percentage of GDP. Public spending, for its part, followed a similar pat-
tern. Consequently, the budget déficit was not lowered as a percentage 
of GDP. Wage restraint and the subsequent pick-up in corporate prof-
itability provided for a more robust expansión in prívate investment which, 
however, was checked by high interest rates and lacklustre demand. 
Saving remained stable as a proportion of GDP at minimal levéis, and prí
vate investment continued to fall in terms of output, touching bottom in 
1985. The gradual slowdown in total public spending, despite the in-
crease in the interest burden (which had doubled as a percentage of 
GDP between 1980 and 1985), allowed for a cut of one percentage point 
in personal and corporate income tax rates in 1985. Fiscal policy under 
the last socialist government led by Fabius lowered personal income tax 
again in 1986. It also began to make cuts to general government spend
ing (as a percentage of GDP), starting with government consumption in 
1995 and welfare benefits in 1986. These cuts would later continué under 
the conservative governments. In 1985 and 1986, general government 
gross disposable income declined by almost 0.4 percentage points of 
GDP per year, and this boosted real prívate consumption, although prí
vate consumption at current prices fell as a proportion of GDP, owing to 
the effect of the decline in the olí price. Thereafter, saving and investment 
rates in the French economy began to pick up. 

When the conservativos won the April 1986 parliamentary elections, 
the disinflation process was virtually over. But the forceful economic re-
covery under way in the industrialised economies due to lower oil prices 
was scarcely perceptible in Franco. The losses in competitiveness accu-
mulated since the last devaluation of the franc - a consequence of a nar-
rowing but still positivo inflation spread with Germany being maintained -
made a fresh devaluation of the franc advisable (by 3 %, with a 3 % 
revaluation of the D-Mark and the guilder), with responsibility being ap-
portioned to the previous socialist governments. Despite this realignment, 
the franc remained prono to selling pressure in 1986. 

The conservative government eased capital controls. The Banque de 
Franco had already lifted direct credit controls, putting indirect methods of 
liquidity regulation into practico using market mechanisms. And markets 
and financial instruments themsolvos were subject to rapid innovation 
and modernisation. The sum total of such changos meant that changos in 
interest rates had a growing influence on the French economy. The Plaza 
agreements to bring about an orderly depreciation of the dollar, which 
had already begun in the foreign exchange markets, were working satis-
factorily. But since the dollar, as always, weakens against the D-Mark, 
that drags down the other European currencies in its wake. The franc 
slipped towards the lower limit of its ERM fluctuation band and, further to 
the easing of controls, capital outflows to Germany intensified. Both the 
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Banque de France and the Bundesbank had to intervene on an unprece-
dented scale and French interest rates had to be raised to preserve ex-
change-rate stability. There was a wave of protest and strikes in France 
in January 1987, an expression of social discontent with the economic sit-
uation. Germán interest rates were at an historically low level and there 
was no scope for lowering them further to ease pressure on the franc. A 
realignment of parities was called for and this time the French managed 
to persuade the Germans to revalue the D-Mark by 3 % (followed, as 
usual, by the guilder) without devaluing the franc. 

Exchange rate stability and French ambitions to exert greater influ-
ence on Germán interest rates were two essential conditioning factors of 
its economic policy in the following years. In February, the G-7 finance 
ministers met in Paris to agree on a common stance to stabilise the pari
ties of their currencies. The result was the so-called Louvre agreement. 
At the European level, after the latest exchange-rate realignment, France 
exerted pressure in the Committee of Central Bank Governors and the 
Monetary Committee for Germany to accept greater symmetry in the 
ERM, under the guise of "technical" improvements to its workings. This 
would allow central banks to withstand speculative capital movements 
whose magnitude overwhelmed them. The technical changos were 
agreed on by the Committee of Governors in Basle and by the informal 
ECOFIN meeting in Nyborg in September that same year. The terms gov-
erning intra-marginal intervention were eased very slightly, and the three 
Instruments (known as the Basle-Nyborg Instruments) were movements 
within the fiuctuation band, concerted changos in interest rates and for-
eign exchange intervention. 

The effectiveness of these Instruments was put to the test in early 
November 1987, following the Wall Street crash on Monday, 19th Octo-
ber. The Federal Reserve reacted promptly, making the necessary liquidi-
ty available to market operators so as to avoid any outbreak of panic, this 
providing at the same time for a massive capital outflow from the US mar
ket and a rapid depreciation of the dollar. As usual, the dollar led other 
currencies in tow, including the franc. On this occasion, the Franco-Ger
mán responso was based on the concerted realignment of interest rates 
rather than on joint intervention to buy francs on the foreign exchange 
market. The Bundesbank lowered Germán rates and the Banque de 
France raised its rates, thus eliminating the selling pressure on the franc. 
Thereafter, French efforts were stepped up to chango the ERM from a 
D-Mark área into the embryo of a futuro monetary unión. Such a unión 
would naturally include a European Central Bank, the French project for 
which was unveiled by Balladur to the ECOFIN in early 1988. 

In 1988 and 1989, the French economy quickened its growth rate. 
Fiscal policy took advantage of this phase of relativo prosperity to further 
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the process of reducing the budget déficit, with notable cuts in the growth 
of welfare benefits and government consumption. However, no major 
structural reforms addressing public revenue and spending were under-
taken during the eighties under either socialist or conservativo govern-
ments (OECD, "Progress in structural reform"). Among the most signifi-
cant tax changos was the reduction in VAT ratos and in personal and 
corporate income tax. Thore were also minor changos affecting the taxa-
tion of saving and capital income. All such modifications were pushed 
through largoly dúo to the noed to align French tax regulations more 
closely to those in the othor major European countries. By contrast, social 
security contribution ratos - which romained very high - were not low-
ered. Rather, it was sought to boost job creation by offering cortain incen
tivos to the hiring of youths and the long-torm unemployed. The conse-
quence of this was to hoighten labour markot distortions without affecting 
the wages tax wedge, one of the biggest existing in the industrialised 
countries. On the expenditure sido, the most notable drive to contain 
growth focused, as earlier mentioned, on government consumption (lowor 
growth in public-soctor employment and wage-setting systems goared to 
encouraging productivity in the civil service), on health-care benefits 
(greater share by beneficiarios in the cost of medical prescriptions) and 
on agricultural subsidies. Progress (alboit slow) was also mado on the 
privatisation of public-soctor firms. 

The difficultios of applying the compotitive-disinflation stratogy in 
Franco were oxacerbated at the ond of the eighties by the consequences 
of Gorman reunification. This lod to an oxpansionary shock on the de-
mand side and a contractionary one on the supply sido, ontailing a tight-
ening of monetary policy by the Bundesbank via high interest ratos to 
control inflationary pressures. It was also advisable to bring about a real 
appreciation of the D-Mark to oase the financing of the oxcoss-domand 
déficits on current account being incurred by the Gorman oconomy. Aftor 
the robust expansión by the French oconomy in 1988 and 1989, when it 
ran at growth ratos not soen for fifteen yoars, activity slackoned notably in 
the following two yoars, unemployment climbed again and the budget 
déficit rose. In the face of the cyclical slowdown in growth in 1990 and 
1991, the French authorities decided to keep to a tight fiscal policy 
stance and partly counter the effect of the built-in stabilisers on the bud
get déficit by raising social security contributions in 1991. The high real 
interest ratos prevailing in Franco, whoso inflation rato was below that of 
Germany, accentuated the rocessionary tendoncies in the economy. 
And the French authorities' opposition to accepting a revaluation of the 
D-Mark precluded the oxpansionary impulse that might havo stommed 
from oxternal demand. Consumer and business conf idence in the 
soundness of the economic situation was shakon, and foroign-ex-
chango-markot oporators porcoived the difficultios of French economic 
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policy being sustained, eroding their confidence in the stability of the 
franc/D-Mark exchange rate. 

The sustained reduction of the budget déficit in the médium term has 
been one of the pillars of French economic policy in recent years. In 1991 
the budget déficit was only 2.2 % of GDP, despite the substantial slow-
down in economic activity, and the budget for 1992 intended to cut the 
general government déficit to 1.25 % of GDP. However, the position cióse 
to equilibrium that public finances had held until then worsened severely 
between 1992 and 1994. This was due not only to the impact of the eco
nomic recession but also to the adoption of discretionary measures less-
ening the revenue-raising capacity of indirect taxes and to the overrun by 
certain social-protection expenses. In the medium-term fiscal consolida-
tion programme adopted by the French government in 1993, it was 
planned to reduce the budget déficit from 5.6 % of GDP (the figure for that 
year) to below 2.5 % in 1997; to restore health to the Social Security ac-
counts; and to modify the tax structure by reducing the weight of direct 
taxes (to promote job creation) and restoring the revenue-raising capacity 
of indirect taxes. However, as in other European countries, the insufficient 
strength of economic growth in France in recent years has made it very 
difficult to move in the desired direction. The reduction of the budget 
déficit has been slower than expected and the ambitious plans to reform 
welfare benefits and the tax system have not been followed through. 

VI.2. Revenue, expenditure and balance of government accounts 

The past twenty-five years have seen two main phases in French 
economic policy developments. The first ran to the mid-eighties, and was 
marked by a strong expansión of the public sector which, measured by 
total general government spending as a percentage of GDP, amounted to 
about 15 percentage points. The second has spanned the last few years, 
during which time the size of the public sector has remained virtually un-
changed. The move from the first to the second phase may be dated as 
1983. That year, the economic policy stance was changed. The aim of 
boosting economic activity in the short run was abandoned so as firstly to 
correct the imbalances built up in previous years. From 1970 to 1983, the 
percentage of public spending rose from 38 % to 52 % of GDP, increas-
ing marginally further to a peak of 52.7 % in 1985 (see Chart VI. 1). In the 
second half of the eighties, this figure dipped to slightly below 50 % as a 
result of the enduring policy of austerity applied and the pick-up in eco
nomic growth. Yet the subsequent slowdown in economic activity and, in 
particular, the 1992-93 recession reversed this trend. Thus, in 1993, pub
lic spending rose to a new peak of 55 %, from which it has tended to de
cline in recent years. 
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CHART VI. 1 

FRANGE 
REVENUE, EXPENDITURE AND BALANCE OF GOVERNMENT ACCOUNTS 
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Source: European Commission. Figures for 1996 and 1997 are forecasts estimated by the Commis-
sion's Technical Services. 
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As in other industrialised economies, public revenue in France lagged 
behind spending during this period. This prompted a tendency towards 
disequilibrium which, nonetheless, was kept constantly under control, 
standing at relatively low levéis, at least until the 1992-93 recession. in 
1970, general government revenue amounted to 39 % of GDP and public 
finances were in surplus. The impact of slowing growth and rising unem-
ployment on the budget in the seventies was very modérate. Revenue 
moved upwards in step with growing expenditure, general government 
net borrowing never exceeded 2.5 % of GDP and, at the cióse of the 
decade, the budget was once more balanced. However, over these ten 
years the size of the general government sector had increased by more 
than eight percentage points of GDP - to 46.6 % - while economic 
growth was declining significantiy. Consequently, the view began to be 
widely held in France, as in other countries, that controlling the size of the 
public sector - and not just the difference between its revenue and ex
penditure - was an essential variable for restoring the economy's growth 
and employment-generating capacity. 

In 1981, the socialist-communist alliance triumphed in the 1981 elec-
tions with a common programme aimed at restoring economic prosperity 
by expanding the role of the public sector in resource allocation and the 
redistribution of income. But the implementation of an openly expansion-
ary policy clashed with the external constraint imposed by the internation-
al slowdown in growth. The outcome was a rapid increase in inflation and 
the budget and external déficits, followed by successive devaluations of 
the franc. Total general government spending increased by more than 
five percentage points of GDP between 1980 and 1983. And although 
revenue also rose by about two percentage points, the budget déficit ex
ceeded 3 % of GDP for the first time in 1983. 

Thereafter, the change in economic policy stance to one of rigour and 
austerity could be seen in the virtual stabilising of public revenue as a 
percentage of GDP, which held at between 49 % and 50 % until 1995. 
The weight of public spending, meanwhile, diminished in the second half 
of the eighties and, subsequently, there was a gradual reduction in gener
al government net borrowing to a mínimum of 1.2 % of GDP in 1989. The 
heavy increase in the French budget déficit in the early nineties, to 6 % of 
GDP, aróse from a fresh expansión of total general government spending 
which, though modérate and discretionary in 1990-91, increased auto-
matically with the 1992-93 recession. The maintenance of public revenue 
and the small reduction in spending as percentages of GDP in the past 
two years has allowed the resumption of the process of restoring health 
to French public finances, though it is being hampered by the sluggish-
ness of economic growth. 
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TABLE VI. 1 

FRANGE (1971-1995) 
CYCLICAL SENSITIVITY OF GOVERNMENT REVENUE AND EXPENDITURE 

Annual change as a percentage of GDP 

Average Sensitivity t DW 

Total revenue 0.42 0.78 -0.14 1.47 1.34 0.05 
Total expenditure 0.65 1.23 -0.49 4.26 1.00 0.42 
Net lending (+) or net 

borrowing (-) -0.23 1.03 0.35 3.31 1.93 0.29 

MEMORANDUM ITEM: 
Real GDP (rate) 2.53 1.67 — — — — 

The cyclical sensitivity of total public revenue and spending and the 
related balance (general government net lending or borrowing) in the pe-
riod 1971-1995 is shown in Table IV. 1. Here it can be seen that the stabil-
ising effects of French fiscal policy were approximately 0.4 on average in 
this period, and that they were due exclusively to the contribution of 
spending (-0.5), as the influence of revenue was rather a destabilising 
one (-0.1). However, significant problems of residual autocorrelation are 
present in these estimates of the cyclical sensitivity of total revenue and 
spending; in the first half of the sample (to 1984 for revenue and to 1982 
for spending) the residuals are almost all positivo, whereas in the second 
half they are negativo. The Chow test indicates that 1983 is the year evi-
dencing least likelihood of error if it is assumed that there was at that time 
a structural change in the general government total revenue and spend
ing series. Consequently, to analyse the stabilising effects of fiscal policy 
in Franco over the past twenty-five years, the following tables show the 
estimates of the cyclical sensitivity of the various variables for the years 
1983-1995. The accompanying text discusses the results of the estimates 
made for the period 1971-1982. As may be seen, the estimated coeffi-
cients of cyclical sensitivity for the latest period do not differ significantly 
from those obtained for the previous period. 

Public revenue in the period 1983-1995 showed negativo cyclical 
sensitivity (-0.23), comprising destabilising effects significantly different 
from zero, and a notable correlation with economic growth (0.42), as 
seen in Table IV.2. In prior years, the estimated valué of this coefficient 
was the same (-0.23), although it is less significant (t-ratio of 1.55) and 
less related to growth (R| = 0.11). The residuals of these regressions do 
not have a significant autocorrelation. Public spending in the French 
economy has evidenced very high cyclical sensitivity in both sub-periods. 
From 1971 to 1982, it was -0.69, with a t-ratio of 5.41 and correlation of 
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CHART VI.2 

FRANGE 
GROSS NATIONAL DISPOSABLE INCOME AND BREAKDOWN BY SECTOR 
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Source: European Commission. Figures for 1996 and 1997 are forecasts estimated by the Commis-
sion's Technical Services. 
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TABLE VI.2 

FRANGE (1983-1995) 
CYCLICAL SENSITIVITY OF GOVERNMENT REVENUE AND EXPENDITURE 

Annual change as a percentage of GDP 

Avera9e f ^ Z n Sensitivity < DW 

Total revenue 0.10 0.52 -0.23 3.11 1.92 0.42 
Total expenditure 0.26 1.01 -0.60 7.02 2.00 0.80 
Net lending (+) or 

net borrowing (-) -0.16 0.82 0.37 3.11 1.51 0.42 

MEMORANDUM ITEM: 
Real GDP (rate 2.00 1.53 — — — — 

0.72 with growth, whereas from 1983 onwards the estimated coefficient is 
-0.60, differing little from the previous estimate and equally significant 
and closely correlated with the fluctuations in economic activity. Also, 
there are no problema of residual autocorrelation in these two regres-
sions. Consequently, the cyclical sensitivity of general government net 
lending (+) or borrowing (-) has remained relatively stable and around 0.4 
since the start of the seventies. That highlights the existence of apprecia-
ble and fairly systematic stabilising effects, at least from 1983 onwards, 
judging by the resulting coefficient of determination (0.42). 

VI.3. Stabilising effects of disposable income 

The stabilising effects that French fiscal policy has exerted on private-
sector disposable income have been relatively weak; almost two-thirds of 
the high cyclical sensitivity shown by current transfers has been offset by 
the effect of the destabilising sign of general government current rev
enue. The income redistribution operations conducted by general govern
ment via its current revenue and transfers have, during the period 1983-
1995, evidenced the cyclical sensitivities given in Table VI.3, although the 
results for the period 1971-1982 are very similar to those of this table. 
Chart VI.2 depicts the levéis and fluctuations, as percentages of GDP, of 
gross national disposable income and of its distribution between the pub-
lic and prívate sectors since 1970. National income was almost identical 
to GDP during the seventies. But over the past fifteen years the balance 
of net current income and transfers in the French economy has progres-
sively worsened, slightly exceeding 1 % of GDP. As a result, gross na
tional disposable income currently accounts for somewhat less than 99 % 
of GDP. As can be seen in the top right-hand part of this chart, the fluctu
ations in national income as a percentage of GDP have not been very ac-
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CHART VI.3 

FRANGE 
GENERAL GOVERNMENT CURRENT REVENUE 
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centuated. The distribution of national income between general govern-
ment and the remaining sectors has not undergone very notable fluctua-
tions either. It oscillated around relatively stable average valúes, with a 
margin of approximately two percentage points of GDP, if the decline in 
general government gross disposable income by almost three percentage 
points of GDP between 1990 and 1994 is excepted. 

The cyclical sensitivity of general government gross disposable in
come is estimated to have been less than 0.2 since 1971, this coefficient 
having held very stable throughout the sample period. However, until 
1982 the estimated coefficient can only be affirmed to be greater than 
zero with a probability of error of 36 %, and its correlation with the growth 
of the economy is, moreover, ni!. As can be appreciated in the lower 
right-hand part of Chart VI.2, this absence of correlation is due above all 
to the strong adjustments in the opposite direction that came about in 
general government gross disposable income between 1977 and 1980, 
with forceful expansionary effects in 1977-78 and equally severo restric
tivo effects in 1979-1980. Accordingly, the stabilising effects of French fis
cal policy on private-sector disposable income may be said to have been 
relatively unsystematic. Since fluctuations in gross national disposable in
come as a percentage of GDP have constantly been rather insignificant 
and highly erratic, the share of private-sector gross disposable income in 
GDP has normally adjusted in the opposite direction to that of general 
government (as Chart VI.2 shows), with a cyclical sensitivity symmetrical 
to the latter. Consequently, it may be concluded that the stabilising effect 
of French fiscal policy on private-sector disposable income has been less 
than 0.2 percentage points of GDP on average in the period under analy-
sis. And this in such a way that, for each percentage point by which real 
growth in the French economy has deviated from its average for the peri
od 1971-1995, private-sector gross disposable income as a percentage 
of GDP has deviated in the opposite direction by between 0.15 and 0.2 
percentage points from its path, moderating its increase in expansionary 
periods and sustaining it in recessive phases. 

The main components of general government current revenue and 
transfers have followed the trend and cyclical fluctuations as percentages 
of GDP that are depicted in Charts VI.3 and VI.4. Under current revenue, 
taxes on production and imports have remained very stable since 1970 
around a comparatively high level (15 % of GDP). In contrast, current tax
es on income and wealth are of less significance in the French economy. 
Their relativo weight increased by about two percentage points of GDP 
between 1970 and 1984, standing thereafter at slightly over 9 %, with but 
nninor fluctuations. Social security contributions are the main source of 
general government revenue. From 1974 to 1984 their relativo weight 
rose by almost seven percentage points of GDP, settling thereafter at 
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21 %. The remaining general government current revenue components 
have also tended to expand somewhat more rapidly than GDP, with their 
relative weight increasing by one percentage point over the past twenty-
five years. 

The cyclical sensitivity of current revenue as a whole has been the 
same as that of total public revenue (analysed earlier). All the revenue 
components have shown negative cyclical sensitivity, of a destabilising 
sign of greater or lesser significance in the different cases, and with virtu-
ally zero correlation with economic growth in all of them. The destabilising 
effects of social security contributions and current taxes on income and 
wealth are notable. It is estimated that the cyclical sensitivity and correla
tion with economic growth of current taxes on income and wealth were 
zero between 1971 and 1982. After 1983, the estimated coefficient is 
negative and correlation ceases to be zero, although the significativeness 
of both remains scant. By contrast, the cyclical sensitivity of social securi
ty contributions has been constantly less than zero, and was higher (in 
absoluto valúes), and correlated with growth until 1982, with a coefficient 
of -0.16 (t-ratio = 2.48), R| = 0.32), than in subsequent years. Taxes on 
production and imports and other revenue have not evidenced a well-de-
fined cyclical sensitivity, and their correlation with the fluctuations of eco
nomic growth has been negligible. 

Notable under current transfers (see Chart VI.4) is the significance of 
welfare benefits. This is the public spending category that has most ex-
panded between 1970, when these benefits accounted for a little under 
15 % of GDP, and the mid-nineties, when they accounted for over 23 % 
of GDP. Effective interest payments by general government have also 
grown notably over the past twenty years, since until 1975 they had not 
exceeded 1 % of GDP, whereas at present they amount to almost 4 %. 
The relative weight of operating subsidies and other current transfers is 
low (between 2 % and 3 % of GDP for the former, and around 1 % for the 
latter), and oscillations have not been very marked. Operating subsidies 
underwent a sustained increase from 1970 to 1987, when they peaked at 
3.2 % of GDP. This figure declined in the late eighties to a level cióse to 
2 %, moving once more on a rising trend in recent years. The magnitude 
of the remaining components of transfers in relation to GDP has scarcely 
changed. 

General government current transfers have had a notably stabilising 
effect on private-sector gross disposable income. Their cyclical sensitivity 
is estimated at around -0 .4 , having remained fairly stable since the start 
of the seventies, and they have been closely correlated with growth (be
tween 0.7 and 0.8). All the related components, except the residual head-
ing of other current transfers, have contributed to this aggregate stabilis-
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TABLE VI.3 

FRANGE (1983-1995) 
STABILISING EFFECTS OF DISPOSABLE INCOME 

Annual change as a percentage of GDP 

Average Sensitivity 

GENERAL GOVERNMENT: 
Current revenue 0.10 

Taxes on production 
and imports 

Income taxes 
Social security contributions 
Other revenue 

-0.02 
0.05 
0.08 
0.00 

Current transfers 0.26 
Welfare benefits 0.16 
Subsidies -0.02 
Interest payments 0.13 
Other transfers -0.01 

Gross disposable income -0.16 

MEMORANDUM ITEM: 
Gross disposable income 0.12 

NATIONAL ECONOMY: 
Gross disposable income . . . . -0.04 

MEMORANDUM ITEM: 
Real GDP (rate) 2.00 

0.52 

0.25 
0.24 
0.28 
0.22 

0.62 
0.47 
0.23 
0.16 
0.16 

0.56 

0.23 

1.53 

-0.23 

-0.04 
-0.07 
-0.10 
-0.03 

-0.37 
-0.26 
-0.12 
-0.05 
0.07 

0.14 

0.52 -0.15 

-0.01 

3.11 

0.81 
1.58 
2.12 
0.64 

7.72 
5.66 
4.44 
1.92 
2.67 

1.38 

1.63 

0.22 

DW 

1.92 

1.58 
2.94 
1.89 
2.63 

2.07 
1.83 
2.02 
1.45 
2.42 

2.13 

1.95 

1.44 

0.42 

0.00 
0.11 
0.23 
0.00 

0.83 
0.72 
0.61 
0.18 
0.34 

0.07 

0.12 

0.00 

ing effect, with welfare benefits chief among them. Between 1971 and 
1982, the cyclical sensitivity of welfare benefits was -0.29, with a t-ratio 
of 5.74 and a coefficient of determination of 0.74. These valúes have re-
mained virtually unchanged over the recent period. Operating subsidies 
showed cyclical sensitivity closer to zero (-0.03) and oscillations less as-
sociated with economic developments in the first period than in the sec-
ond, when their average cyclical sensitivity became more marked (-0.12) 
and their fluctuations were highly correlated with those of growth. Effec-
tive interest payments by general government, in contrast, showed 
greater cyclical sensitivity (in absoluto valúes) to 1982 than in the follow-
ing years. The estimated coefficient for the period was -0.10, with a t-ra
tio of 5.38 and a correlation of 0.72 with economic growth. The remaining 
transfers did not evidence a well-defined cyclical sensitivity in the period 
1972-1982 on average, while over the past twelve years they have exert-
ed a destabilising influence on private-sector gross disposable income. 
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VI.4. Stabilising effects of nominal expenditure and real demand 

The cyclical changes in the composition of nominal expenditure and 
real demand in the French economy are characterised, as in other coun-
tries, by the strongly pro-cyclical fluctuations of the relativo weight of 
gross capital formation, offset by the adjustments of a counter-cyclical 
sign in the share of national consumption. When these adjustments are 
insufficient to stabilise the ratio of national demand to GDP, net external 
demand adjusts in a complementary fashion, basically by means of im-
ports. Fiscal policy affects the cyclical changes in the composition of 
nominal expenditure and real demand via two channels. First, there is the 
stabilising influence fiscal policy exerts on prívate consumption, via the 
stabilisation of private-sector gross disposable income. Second, general 
government consumption and investment spending has a direct impact 
on aggregate spending in the economy, the fluctuations in which may 
also be alleviated through this channel. Table VI.4 gives estimations of 
the cyclical sensitivity of nominal-spending and real-demand components 
in the period 1983-1995, where the stabilising effects French fiscal policy 
has exerted are reflected. 

National consumption has had a most significant stabilising influence 
in Franco which has not, however, sufficed to offset in full the fluctuations 
in gross capital formation, the scale of which has been greater in the 
French economy than in the United States, Japan and Germany. Follow-
ing the format set in the last section of the first chapter, Chart VI.5 depicts 
in the left-hand column the levéis of national consumption and of its prí
vate and public components as percentages of GDP at current prices. Its 
right-hand column shows the oscillations around the average chango in 
the period of these same variables, both at current (grey lino) and con-
stant prices (black lino), measured on the right-hand scale, along with the 
deviations of economic growth in relation to its average for the years 
1971-1995 (in bars, measured on the left-hand scale). 

The relativo weight of national consumption in GDP had two strongly 
expansionary stages during the years 1974-75 and 1980-82, driven by its 
two components. Between 1975 and 1980, the share of national con
sumption in GDP held constant, since the increase in government con
sumption was offset by the decline in prívate consumption. In the second 
half of the eighties the relativo weight of both components in GDP tended 
to decline. But in the subsequent phase of docelerating growth, there was 
a turnaround in these trends and prívate and government consumption 
once more stood cióse to their all-time highs in terms of GDP. Over the 
past two years, these valúes of consumption as a percentage of GDP 
have tended to stabilise, at slightly over 60 % for prívate consumption 
and below 20 % for government consumption. Fluctuations in prívate and 
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TABLE VI.4 

FRANGE (1983-1995) 
CHANCES IN THE BREAKDOWN OF NOMINAL EXPENDITURE AND REAL DEMAND 

Annual change as a percentage of GDP 

Average Sensitivity DW 

National consumption. 
Prívate 
Government 

Gross national saving. 
Prívate 
Government 

National investment. 
Prívate 
Government 

National saving/investment 
balance (1+2 = 3 - 4 + 5) . 
1. Prívate 
2. Government 
3. Exports 
4. Imports 
5. Income and transfers .. 

REAL DEMAND (a): 
Prívate consumption 
Government consumption .. 
Gross capital formatíon 
Exports 
Imports 

-0.04 
-0.04 

0.00 

0.00 
0.16 

-0.16 

-0.29 
-0.29 

0.00 

0.29 
0.44 

-0.15 
0.13 

-0.20 
-0.04 

0.01 
0.02 

-0.13 
0.53 
0.44 

0.85 - i 

0.47 
0.43 

0.88 
0.63 
0.85 

1.24 
1.21 
0.14 

0.57 
1.25 
0.87 
1.14 
1.23 
0.23 

0.50 
-0.25 
-0.25 

0.49 
0.10 
0.39 

0.75 
0.72 
0.03 

-0.26 
-0.62 
0.36 
0.13 
0.38 

-0.01 

MEMORANDUM ITEM: 
Real GDP (rate) 2.00 

0.53 
0.40 
1.20 
0.55 
0.52 

1.53 

-0.25 
-0.23 
0.71 
0.04 
0.27 

6.63 
4.57 
6.47 

5.33 
0.82 
3.28 

7.93 
7.12 
1.10 

3.18 
3.88 
2.71 
0.60 
1.79 
0.22 

3.38 
6.55 
7.40 
0.37 
4.57 

2.07 
3.04 
1.07 

1.60 
2.67 
1.62 

1.57 
1.52 
1.76 

2.09 
2.45 
1.55 
1.52 
2.21 
1.44 

1.34 
1.57 
1.33 
1.29 
1.59 

0.78 
0.62 
0.77 

0.70 
0.00 
0.45 

0.84 
0.81 
0.02 

0.43 
0.54 
0.35 
0.00 
0.16 
0.00 

0.47 
0.78 
0.82 
0.00 
0.62 

(a) Annual change In variables at constant prices, as percentage of GDP at constant prices. 

govemment consumption at current prices, as percentages of GDP at 
current prices, have normally been very similar to those in these same 
variables at constant prices, except in those years in which the oi! price 
fluctuated greatly (1974, 1979-1980, and 1986), when there were notable 
discrepancies between private-consumption and GDP deflators. 

The cyclical sensitivity of prívate consumption during the period 1983-
1995 was estimated at around -0.25, very highly correlated with econom-
ic growth. The negativo first-order autocorrelation between the residuals 
of the simple regression is corrected by introducing an AR(1) term inte 
the equation, whereby the estimated valué changos to -0.23, with a t-ra-
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CHART VI.5 

FRANGE 
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tio of 6.41 and a coefficient of determination of 0.74. However, in the peri-
od 1971-1982, the cyclical sensitivity of prívate consumption appears to 
have been around -0.3, with a t-ratio of 6.7 and a likewise high correla-
tion (0.8) with economic growth. Similar valúes are obtained on estimat-
ing the cyclical sensitivity of prívate consumption at constant prices, al-
though the coefficients of determination are lower. Bearing in mind the 
uncertainty of the estimates, the results obtained are, approximately, 
compatible with the stabiüsing effects that fiscal policy exerted on private-
sector gross disposable income in the two periods, which were of a simi
lar magnitude in both. 

Government consumption, at both current (once adjusted for residual 
autocorrelation) and constant prices, showed cyclical sensitivity of -0.25 
on average for the period 1983-1995, virtually identical to that of prívate 
consumption. Its correlation with the fluctuations of economic growth was 
also very high (0.8). In the period 1971-1982, the estimated valúes of the 
coefficients of cyclical sensitivity, at current and constant prices, were 
around -0 .2 , with coefficients of determination of between 0.7 and 0.8. It 
may therefore be affirmed that government consumption has had clearly 
defined and highly systematic stabilising effects on nominal expenditure 
and on real demand in the French economy. As a consequence of these 
estimates for prívate and government consumption, the share of national 
consumption in GDP has adjusted in a counter-cyclical direction by about 
0.5 percentage points for each point of deviation from the real growth rate 
of GDP in relation to its average over the period 1971-1995. Moreover, 
these adjustments have been closely linked to the fluctuations in eco
nomic growth, as highlighted by the coefficients of determination above 
0.8 which are obtained in the regressions for the two sub-periods consid-
ered. 

The course of gross national saving and its sectoral composition, as 
percentages of GDP, is depicted in Chart VI.6. As can be seen in the top 
left-hand part of the chart, the trend followed by national saving has been 
exactly the opposite of that of national consumption (discussed earlier) 
since national income has scarcely deviated from GDP. Prívate saving 
held relatively stable as a percentage of GDP in the first half of the sev-
enties, declining heavily in 1976. After a fleeting recovery in the two fol-
lowing years, it continued to fall, bottoming out in the mid-eighties. The 
subsequent recovery was very slow and only accelerated from 1991 on-
wards. Public saving as a percentage of GDP was on a declining trend 
between 1971 (5.2 %) and 1983 (1.5 % ) , stabilising at this latter level until 
1986 and picking up thereafter to a peak of 3.6 % in 1990. The subse
quent slowdown in growth and the 1992-93 recession prompted the 
emergence of public dissaving, which in 1993-94 was equivalent to 0.8 % 
of GDP. This imbalance has begun to be corrected in 1995 and 1996, but 
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CHART V1.6 

FRANGE 
GROSS NATIONAL SAVING AND BREAKDOWN BY SECTOR 
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the sluggishness of economic growth is seriously hindering headway to-
wards budgetary consolidation. 

Both the medium-term trend of and fluctuations in national saving 
have been greatly influenced by changes in public saving. Of the cióse to 
nine percentage points1 decline between 1971 and 1995, over seven 
points correspond to general government saving. And regarding short-
term oscillations, the relationship between public and national saving and 
between both these variables and economic growth has been notably 
cióse throughout the sample period. Gross national saving has had virtu-
ally the same cyclical sensitivity - of the opposing sign - as national con-
sumption, since the cyclical sensitivity of national income has been virtu-
ally zero. Its valué for the period 1983-1995 on average was 0.49, with a 
correlation of 0.7 with economic growth. Public saving is what accounts 
for this sensitivity of national saving, with an estimated coefficient of 0.39 
and a correlation of 0.45 with growth, while prívate saving did not have a 
clearly defined cyclical sensitivity. In the period 1971-1982 the cyclical 
sensitivity of national saving was similar, with the estimated coefficient at 
0.54 and correlation with growth of 0.73. Public saving also had the same 
cyclical sensitivity in the first period (0.38), but the coefficient of determi-
nation was lower (0.18). The estimated valué for the cyclical sensitivity of 
prívate saving in the period 1971-1982 (0.16) is not significantly different 
from zero, and its correlation with growth was nil. 

As opposed to the case for saving, in gross national capital formation 
it is prívate investment - in terms of both its trend and cyclical fluctuations -
which has a predominant influence (see Chart VI.7). This is because pub
lic investment has constantly held very stable, between 3 % and 4 % of 
GDP, with relatively minor oscillations that have been increasingly small-
er. Prívate investment, by contrast, fell by eight percentage points of GDP 
between the early seventies and mid-eighties, a decline identical to that 
of the nation's gross capital formation. In the second half of the eighties, 
the weight of both magnitudes in GDP increased by about three percent
age points, falling once more in step with the slowdown in growth and the 
subsequent recession in the French economy between 1990 and 1993. In 
the ensuing years, the sluggishness of the French economy has been 
manifest in the stabilising of the weight of prívate investment in relation to 
GDP. 

Prívate investment and gross national capital formation, at both cur-
rent and constant pesetas, have shown considerable cyclical sensitivity 
throughout the sample period and high correlation with economic growth. 
During the period 1971-1982, the estimated coefficients of cyclical sensi
tivity for prívate and national investment are similar (between 0.7 and 
0.8), with t-ratios around 3.5 and coefficients of determination of 0.5. In 
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CHART V1.7 

FRANGE 
GROSS CAPITAL FORMATION AND BREAKDOWN BY SECTOR 
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the second part of the sample, the estimated cyclical sensitivities for 
gross national capital formation and for prívate investment are similar to 
each other and to those for the first period, but are more significant and 
closely correlated with growth, according to the estimates presented in 
Table IV.4. Public investment, for its part, is estimated to have had a 
weakly stabilising effect between 1971 and 1982, with cyclical sensitivity 
of -0.07 (t-ratio of 2.18 and coefficient of determination of 0.25), although 
over the last twelve years its cyclical sensitivity has not been appreciable 
and its correlation with economic growth has been nil. It may be conclud-
ed that the high cyclical sensitivity of prívate investment and gross nation
al capital formation has remained fairly stable over the past twenty-five 
years, while publíc investment has gradually lost its weak stabilising influ-
ence of the seventies and has not, since 1983, played a relevant stabilis
ing role. 

The French economy's saving-investment balance has held cióse to 
equílibríum sínce 1971 (see the top part of Chart VI.8), with a standard 
devíation of less than one percentage point of GDP. This valué was, how-
ever, greater in the period to 1982 (1.28) than from 1983 onwards (0.57). 
The sectoral balances were not stationary during this period, but tended 
to diverge in opposite directions: towards the déficit in the case of that of 
general government (as a consequence of the decline in this sector's sav-
ing), and towards the surplus in the case of that of the remaining resident 
sectors (due to the decline in prívate investment as a percentage of 
GDP). This can be seen in the lower and central parts of Chart VI.8. 
Greater volatility is also seen in the sectoral balances to 1982 - with stan
dard deviations of 2.28 for the prívate sector and 1.27 for general govern
ment - than in the subsequent period, ín whích the standard deviations 
fell to 1.25 and 0.87, respectively. 

The general government saving-investment balance has shown a 
cyclical sensitivity that has been determined by that of this sector's sav-
ing. The estimated coefficient for the period 1983-1995 is 0.36, with cor
relation of 0.35 with economic growth. This valué is somewhat lower than 
that estimated for the previous period (0.44), though it is not significantly 
different. The cyclical sensitivity of the saving-investment balance of the 
other resident sectors has been dominated by the fluctuations of prívate 
investment and was almost the same in the two sub-periods considered 
(slightly above 0.6), although much less significant and correlated with 
growth in the first period (t-ratio of 1.72 and coefficient of determination of 
0.15) than in the second. This same qualitative picture is applicable to the 
cyclical sensitivity of the national saving-investment balance, which has 
responded above all to the fluctuations in prívate investment, given the in-
adequate adjustments by public saving, and whose estimated valué for 
the period 1971-1982 (-0.21) is not significantly different from zero and 
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CHART VI.8 

FRANGE 
NATIONAL SAVING/INVESTMENT BALANCE AND BREAKDOWN BY SECTOR 
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whose correlation with economic growth was nil. Since 1983, by contrast, 
the cyclical sensitivity of the national saving-investment balance has been 
somewhat greater and, above all, more significant and linked to the fluc-
tuations in growth (see Table VI.4). 

In short, it may be concluded that the insufficiency of the cyclical ad-
justments of public and national saving in the face of the nation's prívate 
investment and gross capital formation has given rise to counter-cyclical 
changos in the national saving-investment balance, raising net external 
borrowing in expansionary phases and net lending in recessionary phas-
es by the order of about 0.25 percentage points of GDP for each point by 
which the real growth rate deviates from its average for the period. This is 
the financial facet of the real adjustments in the composition of aggregate 
demand. The inadequate adjustment of prívate and government con-
sumption, set against the fluctuations of the nation's gross capital forma
tion, determines a pro-cyclical trend of national demand as a percentage 
of GDP, increasing its relativo weight in periods of expansión and reduc-
ing it in times of recession. These changos are offset by the adjustments 
of net exports as a percentage of GDP (mainly via imports), which are the 
main determinants of the current-account balance with the rest of the 
world. 

Export and import levéis, as a percentage of GDP and at current 
prices, are depicted in the left-hand column of Ghart VI.9, and its fluctua
tions at current (grey lino) and constant (black Une) prices, measured on 
the right-hand scale, along with those of the real growth rate (in bars, 
measured on the left-hand scale), are in the right-hand column. An impor-
tant influence on foreign trade flows has been the changos in the struc-
ture of the deflators. Between 1970 and 1984, the weight of exports in 
GDP increased by about eight percentage points at current prices and by 
somewhat less (seven points) at constant prices. Meantime, the increase 
in the weight of imports was similar (eight points) at current prices, but far 
less (under three points) at constant prices, due to the rise in the price of 
oil and the franc's loss of valué. Since 1984, the greater strength of the 
franc has been the key determinant of the divergence shown by foreign 
trade flows at current and constant prices. The exports deflator relativo to 
that of GDP has declined by over twenty-five percentage points and, on 
the imports side, the decline in their deflator relativo to that of GDP has 
been over forty-five percentage points, due to the fall in the oil price in 
1986 and the appreciation of the effective exchange rate. Consequently, 
the slight increases in the weight of imports and exports as percentages 
of GDP at current prices seen in Ghart VI.9 between 1986 and 1995 tum 
into increases of somewhat over six percentage points for both ratios 
when these variables are measured at constant prices. 
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CHART VI.9 

FRANGE 
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The cyclical sensitivity of exports of goods and services has not been 
clearly defined in the period 1983-1995, either at current-or constant 
prices. The estimated coefficients were little different from zero and the 
correlation with economic growth was nil. However, between 1971 and 
1982 exports at constant prices had quite a destabilising influence on ag-
gregate demand in real terms, with cyclical sensitivity of 0.17 (t-ratio of 
2.04 and = 0.22). Conversely, the cyclical sensitivity of imports was 
most notable and their correlation with economic growth very high. In the 
period 1971-1982, the estimated coefficients are 0.46 (t-ratio of 1.23 and 
R| = 0.04) at current prices, and 0.50 (t-ratio of 4.39 and R| = 0.62) at 
constant prices. In the period 1983-1995, the respective cyclical sensitivi-
ties were lower (see Table VI.4), but correlation in the case of imports at 
constant prices remains very strong. The lew valúes of the coefficients of 
determination obtained in the regressions of imports at current prices are 
due to the adjustments in their deflator relativo to that of GDP in the years 
in which oil prices varied (1974, 1979-1981 and 1986). Such adjustments 
give rise to changos of the opposite sign in the percentages of imports in 
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relation to GDP, depending on whether the variables are measured at 
current or constant prices (see Chart VI.9). 

It may be concluded that the insufficient stabilising capacity exerted 
by French fiscal policy on national demand - both indirectly, vía gross 
disposable income and prívate consumption, and directly, vía general 
government consumption and investment - has been compensated by a 
notable pro-cyclical sensltivity of imports to economlc growth. Thls exter-
nal constralnt has traditlonally been a fundamental condltloning factor of 
economlc policy in Franco. 
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VII 

ITALY 

VII.1. Economic growth and stabllisation pollcies 

The decade of the seventies in Italy commenced with the "hot au-
tumn" of 1969, a milestone in the country's economic development in that 
the tensions over income distribution were brought sharply into focus, af-
ter remaining latent during the two previous decades of strong economic 
growth. The years 1950-1963 are generally associated with Italy's "eco
nomic miracle", based on the shift in labour away from agriculture to-
wards industry, high rates of national saving and investment, and the 
technological modernisation of the productivo system, against an expan-
sionary and non-inflationary international backdrop [Rossi and Toniolo 
(1996)]. At the same time, these years saw the consolidation of the insti-
tutional characteristics that were to shape the development of the Italian 
economy: a parliamentary democracy based on proportional representa-
tion, with a complex system of checks and balances geared more to-
wards limiting the power of state institutions than towards ensuring the ef-
ficient functioning of the administration; an economy highly intervened by 
the political authorities, with meticulous regulations, inherited from the 
fascist era, governing markets and the economic activities of prívate 
agents; a large-scale public corporate sector, with a dominant weight in 
manufacturing industry, banking and public Utilities; a fiscal policy which, 
aside from providing traditional community services, favoured govern-
ment investment over income redistribution and was financed by essen-
tially non-progressive taxes with an inelastic collection structure, leading 
to modérate but persistent budget déficits; and, lastly, a monetary policy 
marked by low interest rates, fixed by the government, and a concern for 
external equilibrium, with a devalued exchange rate and capital controls. 

The main consequences of this period of exceptional economic 
growth were the chango from a situation of high and chronic structural 
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unemployment to one of full employment; rapid urbanisation; the migra-
tion and schooling of the population on a wide scale; accelerated industri-
alisation in the north that heightened the regional differences with the 
south, and the creation of well-organised pressure groups representing 
trade unions and political partios. As from 1963 the tensions created by 
this social and economic chango bogan to emerge in the área of income 
distribution, especially in the demands of trade unions for wage increases 
and significant improvements in working conditions, job security and ne-
gotiations with companies, and also for a more progressive distribution of 
the tax burden and greater social Insurance provided by the state. The 
strikes and student demonstrat ions during the hot autumn of 1969 
marked the culmination of these protest movements, which would contin
ué less intensely in the seventies, when they were primarily channelled 
through democratic institutions but also degenerated into acts of organ-
ised violence and terrorism by left- and right-wing extremists. 

These movements had far-reaching economic implications, not only 
for the Italian economy's growth potential and productivity, which fell no-
tably as a result of the measures making the labour market less flexible 
and the persistent lack of competition in goods and services markets, but 
also for the macroeconomic imbalances - above all the general govern-
ment déficit and inflation - that were to accumulate in subsequent 
decades. Nonetheless, economic growth, though tending to decelérate, 
still advanced at an average rato of around 5 % until 1973. 

On the labour market these implications were reflected in the greater 
difficulties in adjusting personnel and working conditions, which had to be 
negotiated with trade unión representativos at factories, the greater rigidi-
ty of the wage structure, more restrictive regulations on the conditions of 
dismissals and over-time work, and, in sum, a notable strengthening in 
the power of trade unions vis-á-vis companies, which was legally sanc-
tioned in the Workers' Statutes of 1970. In the short run, the immediate 
impact was a sudden quickening in wage costs. With inflation rates run-
ning between 4 % and 7 % in the period 1969-1972, wage increases in 
industry went from 7 % in 1969 to 18 % in 1970 and remained at moro 
than 12 % in the following throe years. In the médium torm, there was 
also a slowing in productivity, which compounded the effoct of wage in
creases on labour costs per unit of GDP, tightening the oporating margins 
of firms. This slide in the growth rate of the Italian economy's productivity 
in the seventies has been attributed to the inefficient rogulation of the 
labour market and the insufficient competition on sheltered markets, es
pecially services [Barca and Visco (1992)], whose relativo weight in GDP 
rose substantially. 

In the área of the budget, the resort to public spending to ease the 
social tensions over income distribution led to a rapid riso in social securi-
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ty benefits and the implementation of generous retirement conditions for 
civil servants, wage-earners in the private sector and even for the self-
employed, abandoning the tax principies of actuarial balance and facilitat-
ing early retirements and the indexation of pensions not oniy to prices but 
aiso to real wages. Spending on benefits for families, disabled workers, 
the unemployed and health services also rose. And, along with these 
sources of higher expenditure, transfers to troubled companies to main-
tain jobs and wages, especially in public-sector f irms, were also in-
creased. By contrast, the efficiency of public services did not advance, 
and labour productivity in general government declined; ñor were reforms 
made in the tax system to address its complexity, multitude of exemp-
tions, high management costs, lack of equity and scant elasticity to the 
growth of the economy. As a result, the budget déficit, which had already 
reached roughly 3 % of GDP in the second half of the sixties, soared dur-
ing the years of the economy's weakening, climbing to 7 % in 1971-1972 
and to 10 .6% in 1975. 

Inflation, spurred by cost pressures and a systematically expansion-
ary fiscal policy (accommodated by monetary policy), was the other basic 
imbalance in the Italian economy, while at the same time it acted as the 
basic correction mechanism in income distribution during the seventies. 
Monetary policy and the Italian financial system as a whole bowed to 
general government borrowing requirements. The Bank of Italy was 
torced to intervene on the public debt market to absorb the securities that 
were not freely purchased at the artificially lew interest rates required by 
the Treasury. In an attempt to check the growth in the money supply, as 
from July 1973 the central bank had to resort to imposing administrativo 
controls on the credit of financial intermediaries (il massimale sugl i 
impieghi bancari) and compulsory ratios of government securities held in 
their portfolios (il vincolo di portafoglio). To prevent capital flight abroad, 
exchange controls became increasingly harsher, to the extent that in 
1976 administrativo infringement of these controls was made a criminal 
offence. Trade flows by contrast remained liberalised, except for the tem-
porary imposition of non-interest bearing compulsory deposits on imports 
in 1974, 1976 and 1981. Inflation quickened from around 2 % in 1968 to 
7 % in 1970-1972 and to 14 % in 1973, the lira depreciated very swiftly 
and, in 1974, when the impact of the riso in oil prices took hold, inflation 
rose to more than 20 % and did not return to less than 14 % until 1983. 

In sum, when the rest of the industrialised countries went into reces-
sion in 1974, the Italian economy was already in difficult straits. It had a 
highly rigid productivo system, greater dependence on imported energy 
than the other major economies (except Japan), persistent wage pres
sures, strongly expanding public spending and an inelastic tax system. 
This ensued in a budget déficit, inflation, depreciation in the exchange 
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rate and a current-account déficit that could not be sustained. The very 
inertia of economic activity delayed the recession in the Italian economy 
until 1975, when the growth rate of GDP at constant prices was negative 
for the first time since the end of World War II. Between 1974 and 1976 
the domestic and external financial situation was very fragüe, and Italy 
had to resort to assistance from the EC, the IMF, the Bundesbank and 
the Federal Reserve to fend off a severo crisis. Yet, despite the bleak 
prospects at the time, the vigorous recovery in economic activity in 1976 
and the strength of its growth in the second half of the decade were sur-
prising. The key factors in this productivo strength, clearly greater than in 
the rest of the industrialised economies, were the continued high rate of 
national investment and exports, due to the widening in corporate mar-
gins - derived from the overall effects of fiscal and monetary policios on 
inflation and income distribution - and the depreciation of the lira's real 
effective exchange rate [Giavazzi and Spaventa (1989)], in a sort of 
headlong rush that was to last until the early eighties. 

Italian fiscal policy in the seventies was characterised on the income 
sido by a sustained rise in the tax burden as from 1975 and on the 
spending side by a rise in the number of public servants and pensioners 
of all types. 

The increase in the tax burden was solely the result of the interaction 
between the burgeoning in nominal income induced by inflation and the 
progressive nature of the new tax on personal income that was intro-
duced in the 1974 tax reform, because the weight of the other general 
government revenue items rose hardly at all in terms of GDP. Specifical-
ly, the growth in indirect taxes and tax rates, which fell as a percentage of 
GDP in the first half of the decade because they were not increased at 
the same rate as inflation, did not stabilise until the second half of the 
decade (despite the introduction of VAT in January 1973), since in prac
tico the impact of VAT was greatly diluted by numerous exemptions, re-
tums and special regimos and because many of the oidor taxes, whose 
collection capacity languished, remained in place. The weight of social 
security contributions as a percentage of GDP also remained virtually 
constant, although subsidies helped to lighten the share paid by compa-
nies. Fiscal policy on the revenue side thus pursued income redistribution 
in a way that worked in favour of corporate profits and against wage com-
pensation by shifting the tax burden away from social security contribu
tions and indirect taxation towards personal income tax, which dispropor-
tionally taxed wage earnings in comparison with corporate and capital 
income. 

On the expenditure side, the rise in the number of pensioners of all 
types helped adjust the level of employment in the prívate sector, while its 
impact on public finances was eased because of the delay in revising 
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pensions to accommodate rising inflation. The interest burden on debt, 
which climbed from 1.7 % of GDP in 1970 to 3.6 % in 1975 and 5.4 % in 
1980, was the budget item that had the greatest repercussions on the 
general government déficit. The growth in public employment also helped 
alleviate tensions in the labour market, but here again, as in the case of 
pensioners, at a time of rising prices the growth in compensation per em-
ployee was much slower than that of wage-earners in the private sector, 
thereby attenuating its impact on the budget shortfall. 

Monetary policy began to relax the administrativo controls on the fi
nancia! system and on capital movements in the second half of the sev-
enties, and market mechanisms were increasingly used for the indirect 
regulation of the economy's financing conditions with the aim of gradually 
reducing price growth and checking the lira's depreciation, albeit without 
sacrificing the sustainment of economic activity, as the new governor of 
the Bank of Italy acknowledged in his speech on the bank's 1979 annual 
report. In any event, as earlier noted, the inflation rate remained very 
high, and this enabled firms to preserve their operating margins despite 
wage pressures and even to increase their profitability due to the decline 
in the real valué of their liabilities subject to fixed interest rates, which sig-
nified additional inflation-induced income redistribution away from house-
holds (savers and net creditors) towards firms (net debtors). This created 
a current of opinión which held that the budget déficit and inflation, far 
from hampering the real corrections of the Italian economy in the seven-
ties, actually facilitated these adjustments without mortgaging the futuro. 
Subsequent developments, however, suggest the contrary, due to the 
persistence and distortionary effects of inflationary tensions and the bud
get déficit, each fuelling the other. 

The distortionary effects of inflation developed gradually but preved 
very persistent, because of the widespread application of indexing mech
anisms in the Italian economy. The indexation agreements of 1975, which 
introduced the scala mobile, or moving scale, formally covered 90 % of 
the wage bilí in industry, much broader coverage than in other sectors 
(especially general government), and signified less wage differentiation 
between job categories, because wages were updated by a fixed quantity 
for all wage-earners. The subsequent wage deceleration and disindexa-
tion was very slow, hindering the reduction of inflation. This process of 
checking inflation picked up notably in the first half of the eighties, before 
tapering off between 1986 and 1991. The scala mobile was not abolished 
until 1992. At the beginning, wage-earners in sectors with a lower degree 
of indexation lost purchasing power compared with their counterparts in 
industry, but they gradually recovered the difference. In industry itself, the 
lesser wage differentiation that the scala mobile tended to produce was 
often offset by agreements at the company level, and this led to greater 
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wage drift by raising unit labour costs and the pressure of total costs on 
prices, competitiveness and corporate profitability. 

The effects of the scala mobile's indexation mechanism also differed 
among industrial f irms, generally favouring the more efficient ones, 
whose higher wage levéis - relatively less affected by wage increases of 
a fixed amount - and greater productivity signified more modérate rises in 
labour costs; but it also favoured firms less exposed to competition, since 
they could more easily feed through cost increases to prices. Inflation and 
indexation tended to heighten rather than ease the labour market's rigidity 
and the lack of competition in some goods markets and in sen/ice mar-
kets in general. The submerged economy developed at least partly as a 
result of this rigidity and caused the budget shortfall to worsen due to the 
resulting decline in public revenue. The dichotomy between large firms, 
with their high productivity and labour costs, and small companies, where 
productivity and labour costs were appreciably lower, intensified, and the 
differences attributable to the different competitivo conditions between 
one sector and another also widened. Most likely the Italian economy's 
export capacity was due, to a significant extent, to the development of 
small and very dynamic firms exposed to strong competition, stemming 
precisely from their skirting of the trade unión and administrativo norms 
contemplated under existing regulations. 

The impact of inflation on income distribution, via progressive taxa-
tion, centred on the lower brackets of salaried income. In the late seven-
ties the demand for a "refund" of the increases in the tax burden induced 
by inflation became one of the major trade unión demands, although it 
was not addressed until the early eighties, when the progressiveness of 
tax ratos applied to lower income brackets was eased and higher deduc-
tions on income from wage earnings were introduced. The extraordinary 
increases in tax takings derived from the acceleration in nominal income 
in the seventies could not be sustained for much longer, and they con-
cealed the seriousness of the deterioration in public finances. The same 
occurred on the spending sido, where the long-term consequences of the 
rise in the number of pensioners and public-sector employees in the first 
half of the seventies were clearly demonstrated in the expansión in the 
relative weight of expenditure on welfare benefits and government con-
sumption in subsequent years, once pensions and individual earnings 
had recovered the lag in purchasing power with respect to private-sector 
salaried income accumulated during the years of wage acceleration. 
From this it can be concluded that the budget déficit initially stimulated 
excessive growth in aggregate demand, with inflationary consequences, 
and that inflation later rekindled the imbalance in public finances. With the 
gradual chango in the economic policy regime introduced in Italy in the 
course of the eighties, the shortfall in public finances was exacerbated by 
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the high real interest rates that were needed to correct this imbalance 
and also by the budgetary cost of the industrial reconversión that had to 
be undertaken in the same decade to preserve the competitiveness of 
Italy's major corporations. 

The stance of Italian economic policy changed very slowly after it was 
decided to subject the lira to the discipline of the European Monetary 
System (EMS) upon its creation in 1979. This decisión was taken not only 
for political reasons, to prevent Italy from distancing itself from the pro-
cess of building European unity, but aiso for economic reasons, because 
exchange-rate stability was considered a useful nominal anchor for re-
ducing inflation expectations and imbuing greater discipline in public fi-
nances and in price- and wage-setting. As of that year the tendency 
- which had begun in 1966 - towards the depreciation of the lira's real 
effectie exchange rate and its subsequent appreciation continued almost 
uninterrupted until mid-1992, when the lira withdrew from the EMS after 
the foreign-exchange crisis in September 1992. However, the goal of sta-
bilising the lira's exchange rate was not accompanied by a chango in fis
cal policy or in the behaviour of prívate agents to give it credibility; more-
over, it coincided with the second rise in oil prices, which not only had 
direct consequences on price levéis but also rekindled inflationary expec
tations. Monetary policy did not become sufficiently independent of fiscal 
policy until 1981, when the so-called "divorce" between the Bank of Italy 
and the Treasury occurred, bringing to an end the central bank's obliga-
tion to acquire government securities that the market could not absorb at 
the interest rates sought by the Treasury; meanwhile fiscal policy itself, 
which had played a destabilising role in 1978, merely took a less expan-
sionary stance in 1982-1983, when the Italian economy was notably 
weak. 

The combined effects of the persistent shortfall in public finances, re-
strictive monetary policy - which failed to reduce inflation sufficiently -
and the exchange-rate discipline of the EMS had adverse consequences 
for the Italian economy as from 1981. The mechanism that limited growth 
can be briefly explained in the following way [Baldasarri (1995)]: a) fiscal 
policy, via the expansión of net transfers, spurs prívate consumption at 
the expense of this sector's savings and produces a dissaving in the gen
eral government sector, which absorbs part of prívate savings to finance 
government consumption; b) the persistence of a significant inflation dif-
ferential, not offset by the depreciation of the exchange rate, signifies a 
continued loss in the competitiveness of Italian products, and the expan
sión in domestic demand, albeit weak, tends to give rise to trade déficits; 
c) the public and external déficits, as well as the increase in public debt 
and debt vis-á-vis the rest of the world, require keeping interest rates high 
to capture the necessary savings and to preserve exchange-rate stability; 
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d) high interest rates reduce prívate investment and refuel the budget 
déficit via interest payments on public debt, with repercussions on house-
holds, while the same mechanism also increases their disposable income 
and their capacity to consume. The end result is a decline in the national 
savings ratio and difficuities in attracting externa! savings, thereby limiting 
the rate of national investment and dampening economic growth. 

The process of reducing inflation between 1981 and 1986 was slow 
and costly. After the impact of the second oil price hike and the Commu-
nist party's withdrawal from the parliamentary majority, which had sus-
tained the governments of national solidarity since 1976, prices and 
wages spiralled once again, widening the inflation differential with Ger-
many from 12 to approximately 16 percentage points. The disinflation 
process began when a strongly restrictivo monetary policy was put into 
practico, raising the interest rates on government bonds from around 
13 % at the cióse of 1978 to 21 % two years later, while the lira's real ef-
fective exchange rate appreciated notabiy. Nonetheless, by itself mone
tary policy could do little to restrain inflationary pressures when, on the 
cost side, wages and energy prices were quickening, and, on the demand 
sido, general government spending was surging. The general increase in 
public expenditure as a percentage of GDP in these two years, resulting 
from the expansión in transfers (welfare benefits, operating subsidies and 
interest payments), government consumption and government invest
ment, gave rise to significant additional deterioration in the budget situa-
tion, with a public déficit equal to 11.4 % of GDP in 1981 and a 2.2 % 
negativo balance in current transactions with the rest of the world in 1980 
and 1981. Even though the profit margins of ítalian firms had previously 
risen substantially, the situation varied greatly among different sectors 
and companies. They all underwent a fresh tightening in margins and, in 
many cases, corporate survival required a major restructuring of the pro
ductivo system and personnel cuts. 

Ñor were these adjustments accomplished at no cost to the budget. 
Industrial firms reacted by firing salaried employees to achieve gains in 
productivity that would absorb the growth in wages. Around one million 
jobs were lost in Italian industry in the first half of the eighties, although in 
the economy as a whole the employment level continued to grow thanks 
to the expansión in construction and services, public services in particu
lar. The restructuring of industry was aided by fiscal policy via subsidies, 
investment incentives, lower social security contributions, early retire-
ments and unemployment benefits. In the budget this support to the prí
vate sector was mainly reflected in an increase ín total government 
spending from approximately 40 % of GDP in 1979 to 51 % in 1985. By 
contrast, the reforms to make the labour market more flexible were very 
tame and centred on offeríng firms greater hiríng possibílíties (temporary, 
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part-time and training contracts, among others). To facilítate temporary 
and permanent labour shedding, the budget provided a way of presen/ing 
the income of laid-off workers via the Cassa integrazione guadagni. Origi-
nally this institution only intervened in cases of short-term crises linked to 
falls in demand (Cassa integrazione ordinaria), but its scope was gradual-
|y widened to cope with the unemployment problems caused by industrial 
restructuring (Cassa integrazione straordinaria), providing a sort of bridge 
mechanism for workers between employment and early retirement. 

Wage growth waned notably throughout this period, although real 
wages continued to rise by around 1.5 % annually on average. This de-
celeration was largely the result of a policy of tripartite agreements be
tween business, trade unions and the government, based on making a 
pre-established reduction in the inflation rate compatible with modérate 
wage growth and disindexation. Between 1981 and 1986, thanks to these 
agreements, the degree of coverage of the scala mobile with respect to 
the rise in the cost of living declined from 80 % to 54 %, although revi-
sions were still made on a quarterly basis. The most important of these 
pacts was reached in 1983, when the indemnisation received for a rise of 
one percentage point in the cost-of-living Index was reduced by 15 % to 
6,800 lire. For 1984 a government decree set a máximum indemnisation 
for inflation based on the inflation rate forecast for the year, instead of 
a posterior'! quarterly adjustments based on the actual rate of inflation 
recorded. The opposition partios and trade unions with a more belligerent 
stance on the issue called a national referendum to reject the measure, 
and they were defeated, a development viewed by some as a turning 
point in Italy's economic policy regime [Giavazzi and Spaventa (1989)]. At 
the end of that year, inflation and unit labour costs fell to single-digit 
growth rates. In 1986, in addition to the favourable impact of sliding oil 
prices on the Italian economy, further progress was made in the disindex
ation of wages when the government proposed that the agreement on the 
scala mobile established for public-sector employees be extended to the 
prívate sector, leading to a lower degree of coverage and half-yearly -in
stead of quarterly- wage revisions. 

Monetary policy gradually adopted market Instruments for the control 
of monetary aggregates, and at the same time abandoned administrativo 
controls. As from 1975 the ratio of the investment requirement (vincolo di 
portafoglio) was steadily reduced, and by 1979 it was only used to pró
vido preferential financing to construction and agriculture. In 1980 the 
obligation of replacing matured securities with new acquisitions was elimi-
nated, and the investment requirement was finally aboiished in late 1986. 
The administrativo control of credit was lifted in July 1983, and 1984 
marked the first year in which monetary policy was pursued without the 
assistance of the massimale sugli impieghi bancari. Thereafter, monetary 
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control was administered via market interest rates and, except in brief 
bouts of strong tensión, as in the first half of 1986 and between Septem-
ber 1987 and March 1988, resort was no longer had to the massimale. 
Foreign-exchange controls were also slowly eased. In 1984 the restric-
tions on the use of currency for travel abroad were lifted, in 1986 the lira's 
convertibility to bilis was restored, and in May 1987, after successive 
cuts, the compulsory non-interest bearing deposit on acquisitions of for-
eign assets was abolished. 

For the first time in many years, ex post real interest rates became 
positivo in 1981, and they gradually rose to around 4 % by the mid-1980s. 
After the plunge in national saving as a percentage of GDP in the years 
1980-1981, linked to the expansionary fiscal policy at a time of slower 
growth, the effects of the higher costs of financing the economy were evi-
denced little by little in the fall in national and prívate investment in terms 
of GDP, which headed on a downward course in 1981 that was to last until 
at least 1993. In turn, Italy's exchange-rate policy remained moderately re
strictivo, without fully accommodating the losses in competit iveness 
caused by the inflation differential and, accordingly, allowing a sustained 
and substantial appreciation of the lira in real effective terms from 1978 to 
September 1992. The consequences of this stricter exchange-rate regime 
in the absence of a parallel correction in the economy's financia! imbal-
ances were reflected in the fragility of Italy's balance of current transac-
tions with the rest of the world, which worsened notably as the growth in 
domestic demand recovered. Meanwhile, at current prices the weight of 
exports and imports in GDP tended to diminish, oven when adjusted for 
the impact of the fall in oil prices in 1986, whereas at constant prices the 
growth in the relativo weight of exports in real GDP waned (by some three 
percentage points between 1981 and 1992) while that of imports rose (by 
more than five percentage points in the same period). 

The weak headway in curbing the budget déficit and in the process of 
wage deceleration and disindexation between 1986 and 1991 prevented 
any further easing in the inflation rato, which stabilised at around 6 %, 
causing an accumulated loss in the competitiveness of Italian products 
due to the greater stability of the lira's nominal exchange rato in this peri
od. Among the factors behind the halt in wage deceleration were the re-
covery in economic growth, the crisis in the representativeness of trade 
unions (whose members rejected the policies aimed at wage moderation 
and smaller wage differentials), the rise in labour disputes in all sectors, 
especially in the public sector, and, in sum, the increasing difficulty of re-
sorting to the budget to help alleviate disputes between companies and 
workers (Garbera, p. 88). 

The rise in real interest rates stemmed from the gap between saving 
and investment that led to a general government dissaving, but the short-
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fall in public finances also worsened because of high real interest rates, 
due to the persistence of primary déficits and the resulting accumulation 
of public debt. Notably, real long-term interest rates in Italy were essen-
tially the same as Germán and French rates between 1984, when mone-
tary policy began using market mechanisms to control domestic credit, 
and mid-1992, when the exchange-rate crisis erupted (Bank of Italy, Re-
lazione Anuale per il 1992, p. 234). Thus the cause of the deterioration in 
the general government financial position does not lie here, but instead is 
to be found in the accumulation of public debt. The first formal initiative to 
check the growth in public debt was taken in 1984, with the unveiling of a 
programme for the years 1985-1988 that was intended to stabilise the 
public debt/GDP ratio by 1988. This was the first of a succession of bud-
get consolidation plans, always with the same objective and always with 
the same optimistic bias in their forecasts for economic growth and the 
potential for increasing revenue and savings on interest payments, al
ways focusing on the efforts to reduce the primary déficit in the more re
cent years of the programme, which inevitably led to the subsequent 
postponement - explicit or implicit - of the time frame for the stabilisation 
of public debt, due to the difficulties involved in restraining the growth in 
primary expenditure once the optimism generated by the revenue fore
casts preved unfounded. In 1985 a revised programme was presented, 
postponing the stabilisation of debt until 1990. As from 1988, medium-
term fiscal consolidation programmes were updated each year with the 
presentat ion of the Documento d i Programmazione economico- f i -
nanziaria, which set the guidelines for the preparation of the budgets 
strictly speaking. But the change in fiscal policy necessary to ensure the 
greater nominal stability of the economy by reducing the rate of inflation 
did not occur until 1992, against the backdrop of a deep economic, politi-
cal and institutional crisis. In the ten previous years, Italy's fiscal policy 
had lagged behind the trend expansión in expenditure, with delayed rises 
in tax takings that barely managed to check the increase in the budget 
shortfall. 

The situation of the Italian economy became considerably more com-
plicated as from 1990, due to the narrowing in the lira's fluctuation band 
in the EMS from 6 % to 2.25 % beginning in January, the full liberalisation 
of capital movements as from May, and the slowing in economic activity. 
As of the start-up of the EMS, the strengthening of exchange-rate disci
pline was expected to temper inflation expectations and wage demands, 
to help make fiscal policy more restrictive, and eventually to reduce the 
inflation and interest rate differentials with the more stable European 
economies. These changos had not occurred in the eighties, ñor did they 
result from the narrowing of the lira's fluctuation band; to the contrary, 
even greater doubts aróse concerning the sustainability of this combina-
tion of fiscal, monetary and exchange-rate policy at a time of recession. 

89 



The incompatibility of the objectives of curbing inflation and the pressures 
of unit labour costs and public spending became increasingly evident, 
and the ongoing deterioration in the balance of current transactions with 
the rest of the world, despite slower demand and rising unemployment, 
eroded confidence in the stability of the lira's exchange rate. 

Although the government adopted a somewhat more restrictivo fiscal 
policy in 1991 and 1992, mainly on the expenditure sido, after an expan-
sionary policy in 1990, and even though the negotiations between busi
ness and trade unions culminated in the abolition of the scala mobile in 
1992, the uncertainty on foreign-exchange markets regarding the futuro 
of monetary unión - which became more widespread after the no-vote in 
Denmark's referendum on the ratification of the Treaty of European 
Union, held in the spring of that year - ultimately affected the currencies 
of the economies whose positions were more difficult to sustain, including 
the lira. When the speculative pressures were unleashed in the EMS in 
September, neither the efforts of the Bank of Italy to defend its currency 
ñor the massive marginal intervention of the Bundesbank were enough to 
maintain the lira's exchange rate. After a 7 % devaluation on September 
13th, which the markets considered insufficient, the attacks against the 
lira and other currencies continued, and, as a result, three days later the 
lira, along with sterling, abandoned the EMS, while the peseta was deval-
ued by 5 %. 

Nevertheless, this withdrawal from the EMS did not signify the aban-
donment of the external discipline associated with the targets of conver-
gence with the more stable European economies set by the Italian gov
ernment -somewhat paradoxically, it reinforced this discipline. In 1993 
and subsequent years, after moving out of recession with the help of the 
lira's depreciation, measures of a structural nature in the área of public fi-
nances and wage negotiations were adopted, which have helped the Ital
ian economy to advance considerably on the path of reducing the budget 
déficit and inflation, despite the relativo weakness in economic activity. 
Budget consolidation measures have focused on trimming the weight of 
public spending in terms of GDP by carrying out substantial reforms in 
pensions, health caro, civil servants' wages and the financing of territorial 
governments. The lira's depreciation provided for a significant reduction 
in interest ratos and in the corresponding budget outlays, restoring the 
competitiveness of Italian products and rapidly turning around the bal
ance of current transactions with the rest of the world. At the same time, 
wage moderation in these years has limited the inflationary impact of this 
depreciation, and, though the Italian market still has major rigidities, sev-
eral safeguards have been introduced to prevent an inflationary accelera-
tion in wages, such as occurred in the early seventies. In recent years 
Italy's public finances have undergone a substantial restructuring, in a not 
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very propitious economic setting. As discussed below, this has signified a 
notable loss in the cyclical sensitivity of fiscal variables. 

VII.2. Revenue, expenditure and balance of government accounts 

The Italian case stands in contrast to the experience of other coun-
tries, not because of the short-term cyclical fluctuations of fiscal variables 
with respect to their trends, but because of the trends themselves, char-
acterised by an increasingly pronounced shortfall in public finances until 
the mid-eighties and subsequent difficulties in correcting this disequilibri-
um. In the seventies, these deviations were of a stabilising nature appro-
priate to the economy's cyclical conditions, but the absolute magnitude 
differed in both respects. The deterioration in the budget balance in the 
recessions of 1970-1972, 1975 and 1980-1981 was not sufficiently coun-
tered by efforts to restructure the budget in more prosperous periods, 
with the resulting tendency towards an increasingly greater general gov
ernment borrowing requirement. After the surge in Italy's budget déficit in 
1981 (nearly three percentage points of GDP), this imbalance was barely 
corrected in the eighties, and, moreover, the cyclical adjustments of fiscal 
variables no longer had stabilising effects. Developments since 1992 sug-
gest that rapid fiscal consolidation, which Italy was compelled to under-
take in a short period due to the exceptional circumstances of an eco
nomic and political crisis, may have undesirable effects of a destabilising 
nature. 

In the past two decades total government revenue, whose weight as 
a percentage of GDP remained stable from 1960 to the mid-seventies, 
has expanded at a sustained and very fast rate, climbing from roughly 
29 % in the early seventies to more than 45 % in recent years, peaking at 
47.3 % in 1993 (see Chart VII.1). The average cyclical sensitivity of cur-
rent revenue in the period 1971-1995 is estimated at - 0 . 2 1 , with a stan
dard deviation of 0.1 and a correlation of 0.13 with economic growth, and 
thus the cyclical fluctuations of government revenue can be said to have 
had a destabilising effect, while its adjustments occurred fairly indepen-
dently of the economy's cyclical position (see Table VII.1). The recursive 
estímate of this coefficient shows that its valué was closer to zero (-0.08) 
until the year 1981 than between 1983 and 1992 (-0.14) or in the past 
three years, suggesting that the destabilising effect of the adjustments in 
government revenue tended to become more pronounced over time. 

The weight of government expenditure in GDP in the period 1970-
1995 increased at a rate of 0.77 percentage points per year, with a stan
dard deviation of 1.83. The pace of expansión quickened until 1981, with 
the most notable increases occurring in 1975 (4.7 percentage points) and 
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CHART VII.1 

ITALY 
REVENUE, EXPENDITURE AND BALANCE OF GOVERNMENT ACCOUNTS 
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Source: European Commission. Figures for 1996 and 1997 are forecasts estimated by the Commis-
sion's Technical Services. 
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TABLE VII.1 

ITALY (1971-1995) 
CYCLICAL SENSITIVITY OF GOVERNMENT REVENUE AND EXPENDITURE 

Annual change as a percentage of GDP 

Average f ™ ^ * SensUMty t DW 

Total revenue 0.62 1.08 -0.21 2.11 2.14 0.13 
Total expenditure 0.77 1.83 -0.55 3.79 1.22 0.36 
Net lending (+) or 

net borrowing (-) -0.15 1.48 0.34 2.60 1.47 0.19 

MEMORANDUM ITEM: 
Real GDP (rate) 2.57 2.08 _ _ _ _ 

in 1981 (3.9 percentage points). Afterwards, the growth in government 
expenditure gradually slowed and then stabilised at somewhat more than 
50 % between 1985 and 1988. Between 1989 and 1993 it again expand-
ed to 57 % of GDP, and then fell by some four percentage points in sub-
sequent years. The average cyclical sensitivity of total expenditure in the 
period 1971-1995 is estimated at -0.55, with a standard deviation of 0.14 
and a correlation of 0.36 with economic growth (see Table VII.1). Recur-
sive estimates show that the valué of this coefficient was approximately 
-0.7 until 1981 and -0 .6 from 1983 to 1990, remaining at around -0.5 as 
from 1992. Thus, while the destabilising effects of Italian fiscal policy on 
the revenue side intensified in the more recent period, on the expenditure 
side a weaker stabilising capacity is also observed in the eighties and the 
nineties. This tendency is reflected in the diminishing cyclical sensitivity of 
the balance of government accounts over the past 15 years. 

The deterioration in Italy's budget balance began in the early sixties, 
but until 1964 its magnitude stood at around 1 % of GDP. In 1964-1965 
the déficit exceeded 3 % of GDP, and in the second half of the decade it 
fluctuated around this level. In 1971-1972, when economic growth was 
weak, the expansión in expenditure widened the budget shortfall to 7 % 
of GDP, but in the following two years, when the real growth rate was 
more than 6 %, the déficit was reduced by only half a percentage point. 
When the recession of the mid-seventies reached the Italian economy 
with a certain delay, further growth in spending raised the general gov
ernment borrowing requirement to 10.6 %. From 1975 to 1980 the real 
average growth rate exceeded 4 %, but even so it preved impossible to 
lower the déficit to less than 8 % of GDP - except in 1977 - even though 
the tax burden increased by nearly five percentage points. 

In the first half of the eighties Italy's public finances continued to dete
riórate, reflecting the combined impact of social welfare spending and the 
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TABLE VII.2 

ITALY (1982-1995) 
CYCLICAL SENSITIVITY OF GOVERNMENT REVENUE AND EXPENDITURE 

Annual change as a percentage of GDP 

Average gf™^ Sensitivity t DW 

Total revenue 0.71 1.25 -0.54 2.48 1.92 0.28 
Total expenditure 0.40 1.57 -0.58 2.02 1.27 0.19 
Net lending (+) or 

net borrowing (-) 0.31 0.84 0.04 0.25 1.80 0.00 

MEMORANDUM ITEM: 
Real GDP (rate) 1.97 1.36 — — — — 

interest burden, which even exceeded the strong increase in tax takings, 
placing the general government borrowing requirement at a record high 
of 12.6 % of GDP in 1985. Thereafter the basic priority of Italian fiscal 
policy was to check the growth in public debt as a percentage of GDP, al-
though the successive programmes implemented as from 1988 failed to 
achieve their objectives. In 1990 the budget déficit still hovered at 10.9 % 
of GDP, while public-sector debt overshot the psychological threshold of 
100 % of GDP. Efforts to overhaul public finances since then have taken 
place in an unfavourable setting of high real interest rates and slow eco-
nomic growth, and the priority given to this objective has meant that fiscal 
policy has had a less stabilising effect in recent years. 

In the period 1971-1995 as a whole, the cyclical sensitivity of general 
government net lending (+) or net borrowing (-) is estimated at 0.34, with 
a standard deviation pf 0.13 and a low correlation (0.19) with growth (see 
Table VII.1). t h e coefficient's recursive estímate shows that it had a valué 
of more than 0.6 to 1981, and 0.48 from 1983 to 1990, later falling to 0.4 
in 1992 and to 0.34 when the observations for 1993-1995 are included. 
This decline in the stabilising effects of Italian fiscal policy as from 1981, 
when the budget déficit stood at 11.4 % of GDP, virtually wiping out any 
margin for an expansionary stance in periods of recession, would justify 
taking this year as the cut-off for the sample period. However, in the 
nineties there are also changos indicating the coefficients1 instability that 
would warrant another break in the sample. But, because the resulting data 
for each of these periods would be scant, it was decided to present the esti-
mates for 1971-1995 in the following tables and then to discuss separately 
in the text the valúes found for the period 1971-1981 in the recursive esti-
mates of the variables1 cyclical sensitivity coefficients. Table VI 1.2 shows 
the estimations of the cyclical sensitivities of revenue, expenditure and the 
balance of government accounts for the period 1982-1995, in which the 

94 



strong negative valué of the revenue coefficient stands out in particular, 
nearly offsetting the stabilising effects of expenditure, whose correlation 
with growth is, moreover, much lower than in the period 1971-1981. 

VII.3. Stabilising effects of disposable income 

The levéis and fluctuations of gross national disposable income in 
terms of GDP and its breakdown by sector are presented in Chart VII.2. 
The weight of national income shows a sustained decline in relation to 
GDP, and the balance of net income and transfers from abroad, fairiy 
positivo in Italy during the seventies, became more negative each year 
and now stands at three percentage points of GDP. The trend in income 
distribution by sector in the early seventies reflects an increase in the prí
vate sector's share of national income (some three percentage points of 
GDP), later stabilising until the mid-eighties and then falling in the past 
ten years by some six percentage points of GDP. Of this, four percentage 
points were absorbed by the recovery in the general government share of 
national income to the level of 25 years ago, while the external sector ac-
counted for the rest. 

Given that the fluctuations in gross national disposable income in 
terms of GDP signal no clearly defined cyclical sensitivity or any correla
tion with fluctuations in economic growth, though their magnitude was ap-
preciable, with a standard deviation of 0.3 (see Table VII.3), the corre-
sponding swings in general government and private-sector income levéis 
were strictly complementary in their cyclical sensitivity. The estimated co
efficient for general government gross disposable income in the period 
1971-1995 averages 0.12, not significantly different from zero and sig-
nalling no correlation with growth. The recursive estímate of this coeffi
cient shows that its valué was cióse to 0.3 in the period 1971-1981, de-
clining to 0.21 as from 1982 and slipping down again to 0.12 in 1993. As 
to the cyclical sensitivity of private-sector gross disposable income, on 
average the estimated coefficient in the period 1971-1992 is -0.09, nei-
ther significant ñor correlated with growth, and the profile of its recursive 
estímate is the reverse of that described for general government gross 
disposable income. It can be concluded that fiscal policy exerted appre-
ciable stabilising effects on private-sector gross disposable income in 
Italy to 1981 (around 0.3) but had no impact in subsequent years, be-
cause the stabilising influence of the income redistribution operations via 
current transfers was substantially reduced by the impact of government 
revenue, whose effects were destabilising on average in the period 1982-
1995. 
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CHART VI 1.2 

ITALY 
GROSS NATIONAL DISPOSABLE INCOME AND BREAKDOWN BY SECTOR 
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Source: European Commission. Figures for 1996 and 1997 are forecasts estimated by the Commis-
sion's Technical Services. 
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TABLE VI 1.3 

ITALY (1971-1995) 
STABILISING EFFECTS OF DISPOSABLE INCOME 

Annual change as a percentage of GDP 

Avsrage f^g* SensiIMty t DW 

GENERAL GOVERNMENT: 
Current revenue 0.63 1.08 -0.21 2.17 2.16 0.13 

Taxes on production 
and imports 0.06 0.48 0.00 0.03 1.88 0.00 

Income taxes 0.39 0.62 -0.10 1.62 1.87 0.06 
Social security contributions .. 0.14 0.37 -0.09 2.89 1.87 0.23 
Other revenue 0.04 0.23 -0.02 1.12 2.17 0.01 

Current transfers 0.71 1.15 -0.33 3.60 1.69 0.33 
Welfare benefits 0.31 0.64 -0.20 4.01 2.31 0.39 
Subsidies 0.02 0.27 -0.04 1.61 2.03 0.06 
Interest payments 0.38 0.51 -0.08 1.60 2.04 0.06 
Other transfers 0.00 0.15 -0.02 1.29 2.83 0.03 

Gross disposable income -0.08 0.92 0.12 1.34 2.23 0.03 

OTHER SECTORS: 
Gross disposable income -0.02 0.89 -0.09 1.04 2.24 0.01 

NATIONAL ECONOMY: 
Gross disposable income -0.10 0.32 0.03 0.93 1.67 0.00 

MEMORANDUM ITEM: 
Real GDP (rate) 2.57 2.08 _ _ _ _ 

Charts VII.3 and VII.4 show the trends and fluctuations in the main 
categories where these income redistribution operations are grouped. 
The weight of all the main components of current government revenue 
tended to rise with respect to GDP as from the mid-seventies. The weight 
in GDP of taxes on production and imports diminished by some two per
centage points in the early years of the seventies and later fluctuated at 
around 8 % to 9 % of GDP until the mid-eighties. In the past ten years 
their participation in GDP has grown systematically, climbing to approxi-
mately 12 %. Current taxes on income and wealth have been the basic 
instrument in raising fiscal pressure since the tax reform of 1974. Be-
tween that year and 1983 their weight as a percentage of GDP increased 
twofold, due to the interaction between progressive personal income tax
es and the high rates of inflation in the Italian economy during this period. 
'n the past ten years the growth rate of the income tax burden has be-
come more modérate, increasing overall by slightly more than two per-
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CHART VII.3 
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GENERAL GOVERNMENT CURRENT REVENUE 
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Source: European Commission. Figures for 1996 and 1997 are forecasts estimated by the Commis-
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centage points of GDP to around 15 % at present. By contrast, the weight 
of social security contributions in GDP rose systematically throughout the 
period studied here, growing by some four percentage points over the 
past 25 years. The share of all other current revenue in GDP declined 
somewhat between 1970 and 1977 (to approximately 1.7 % ) , and since 
then its contribution to government revenue has doubled, now standing at 
3.5 % of GDP. 

The estimations of the cyclical sensitivity of these current revenue 
components for the period 1971-1995 are given in Table VII.3. All are 
seen to have a destabilising bias, but it is only significantly different from 
zero in the case of social security contributions. The recursive estimates 
of the cyclical sensitivity coefficients of taxes on production and imports 
and of current taxes on income and wealth indícate that the destabilising 
effects on private-sector disposable income became greater over time, al-
though this influence was fairly erratic. The coefficients of social security 
contributions and other revenue remained very stable. 

In Italy the weight of current transfers paid by general government as 
a percentage of GDP has grown strongly in the past 25 years, moving 
from 15 % in 1970 to 35 % in 1993, then decreasing by 2.5 percentage 
points in 1994-1995. The growth rate was much faster to 1983 (14 per
centage points of GDP) than in the second half of the period studied 
here. The cyclical sensitivity of current transfers in Italy in the period 
1971-1995 is on average similar to that of other industrialised countries, 
with a coefficient of -0.33, a standard deviation of 0.9 and a correlation of 
0.33 with growth. The coefficient estimated recursively remains very sta
ble around its average valué as new observations are added, until all the 
observations of the sample period are included. It can therefore be con-
cluded that the stabilising effects of Italian fiscal policy via current trans
fers were systematic and substantial, amply offsetting the more uneven 
and destabilising influence exerted by the fluctuations in general govern
ment current revenue on the gross disposable income of the prívate 
sector. 

Among the components of current transfers, whose trends and devia-
tions as a percentage of GDP are given in Chart VII.4, welfare benefits 
and interest payments on public debt stand out in particular, whereas the 
share of production subsidies and other transfers is relatively smaller. 
The expansión of government transfers in the Italian economy is distin-
guished from that observed in other economies by the notable contribu
tion of interest payments, reflecting the rapid growth of the budget déficit 
and its subsequent persistence. Interest payments absorbed less than 
2 % of GDP in 1970, and exceeded 12 % in 1993: approximately half of 
the increase in current transfers in this period was thus due to the delay 
in correcting the déficit in government accounts in the first two years of 
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CHART V1I.4 
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the seventies, and it later worsened with the expansión in government ex-
penditure in the early eighties, fuelled by increases in welfare benefits 
and government consumption. 

The weight of welfare benefits in GDP rose moderately until 1980 
(less than three percentage points in the previous ten years), but in the 
three years between 1981 and 1983 their share increased by a further 
three percentage points, reaching 17.5 % of GDP. In the last 12 years 
this percentage has risen by only two percentage points. Production sub
sidies tended to climb in the seventies after the first oil crisis, with their 
weight as a percentage of GDP increasing twofold to 3 % in the second 
half of the decade. In the past ten years their weight has fallen by slightly 
more than one percentage point. Lastly, other current transfers have con-
tinued to fluctuate at a very low level, generally by less than half a per
centage point of GDP since 1970. 

The estimated cyclical sensitivity of the components of the current 
transfers paid by general government in the period 1971-1995 had stabil-
ising effects, as seen in Table VII.3. Accordingly, it can be said that all 
these components helped to palliate, to a greater or lesser extent, the im-
pact of the cyclical fluctuations in real output on private-sector gross dis-
posable income, albeit with a different degree of correlation with the eco-
nomic cycle. 

In current transfers, welfare benefits had the greatest weight, cyclical 
sensitivity and correlation with economic growth. On average the estimat
ed coefficient for the period is -0 .2 , with a standard deviation of 0.05 and 
a correlation of 0.39 with growth. Their recursive estímate reflects great 
stability, ranging between a valué of -0.23 and -0.25 to 1992. Production 
subsidies also had a small stabilising effect (-0.04), but significantly dif
ferent from zero at a 10 % level. This coefficient was somewhat higher (in 
absoluto terms) in the seventies (-0.08), and it has remained stable at 
around -0.05 since 1983. The cyclical sensitivity of interest paid by gen
eral government is also estimated to have a stabilising effect, at an 85 % 
confidence level. Its estimated coefficient is -0.08, though its correlation 
with growth is negligible. The recursive estímate of this coefficient indi-
cates that its valué became more negativo over time, fluctuating between 
-0.04 and -0.08. Lastly, the stabilising effect of other current transfers is 
insignificant. 

To summarise, it can be concluded that the stabilising effects of Ital-
ian fiscal policy on private-sector gross disposable income have been 
unimportant and have operated primarily through welfare benefits, where-
as other income redistribution operations have had fairly erratic fluctua
tions of a destabilising nature, which have grown more pronounced in the 
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past 15 years, ultimately neutralising the stabilising influence of welfare 
benefits altogether. 

VII.4. Stabilising effects of nominal expenditure and real demand 

A basic feature of the cyciical changes in the composition of demand 
in the Itaiian economy is the insufficient stabilising influence of prívate 
consumption. This means that, given the low cyciical sensitivity also esti-
mated for public consumption, the fluctuations in the rate of investment 
are intensely transmitted to net externa! demand, especially imports. 
Table VII.4 shows that, under the estimations for the period 1971-1995, 
the cyciical adjustments in national consumption expenditure offset less 
than one-quarter of the fluctuations in investment expenditure and that 
the cyciical sensitivity of gross capital formation at constant prices is 
much greater than that of national consumption in real terms. According-
ly, in Italy domestic demand as a percentage of GDP, in current prices 
and particularly in constant prices, undergoes clearly pro-cyclical fluctua
tions, which are absorbed by the adjustments in net exports. 

As in the case of other countries, Italy's national demand structure 
was characterised between 1970 and 1993 by a fall in the relativo weight 
of gross capital formation by more than ten percentage points of GDP, 
both at current and constant prices, compared with increases in prívate 
and government consumption. Measured in current prices, increases 
were slightly more than two percentage points of GDP for prívate con
sumption and some four percentage points for government consumption. 
However, measured in constant prices, the chango in the composition of 
national consumption was very different, because the prívate consump
tion deflator relativo to GDP tended to fall while that of government con
sumpt ion tended to riso between the mid-sevent ies and the early 
nineties. As a result of this chango in the relativo deflators, the weight of 
prívate consumption in GDP at constant prices rose by nearly six percent
age points, whereas that of government consumption fell by around one 
percentage point. The growth in the relativo weight of non-market collec-
tive services at current prices is thus explained by the risos in relativo 
price Indices (mainly the wage index), not offset by gains in productivity, 
because the volume Indices (in quantity and/or quality) of these services, 
relativo to GDP in volume terms, tended to decline as from 1970. In re
cent years, these tendencies were reversed. The relativo weight of gross 
capital formation in GDP is now rising again, while that of prívate and 
government consumption is falling rapidly. 

The scant stabilising influence of prívate consumption, both at con
stant and current prices, is consistent with the small stabilising effects of 
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TABLE VI 1.4 

ITALY (1971-1995) 
CHANCES IN THE BREAKDOWN OF NOMINAL EXPENDITURE AND REAL DEMAND 

Annual change as a percentage of GDP 

Average g ^ a r d Sens¡t¡vjty DW 

National consumption. 
Prívate 
Government 

Cross national saving 
Prívate 
Government 

National investment. 
Prívate 
Government 

National saving/investment 
balance (1+2 = 3 - 4 + 5) .. 

1. Prívate 
2. Government 
3. Exports 
4. Imports 
5. income and transfers . . . 

REAL DEMAND (a): 
Prívate consumption 
Government consumption . . . 
Gross capital formatíon 
Exports 
Imports 

0.20 
0.08 
0.12 

-0.30 
-0.10 
-0.20 

-0.37 
-0.34 
-0.03 

0.06 
0.23 

-0.17 
0.44 
0.28 

-0.10 

0.20 
-0.05 
-0.37 
0.58 
0.36 

MEMORANDUM ITEM: 
Real GDP (rate) 2.57 

0.98 
0.71 
0.59 

1.06 
0.79 
1.19 

2.04 
2.08 
0.22 

1.81 
2.31 
1.30 
1.47 
2.05 
0.32 

0.73 
0.39 
1.35 
0.88 
0.83 

2.08 

-0.20 
-0.10 
-0.10 

0.23 
0.01 
0.22 

0.82 
0.84 

-0.02 

-0.59 
-0.83 
0.25 

-0.05 
0.57 
0.03 

-0.06 
-0.16 
0.51 

-0.10 
0.20 

2.28 
1.40 
1.96 

2.43 
0.07 
2.06 

7.26 
7.40 
0.95 

4.37 
5.41 
2.05 
0.31 
3.40 
0.93 

0.86 
7.02 
6.26 
1.13 
2.74 

1.35 
2.19 
1.08 

1.02 
2.13 
1.85 

1.74 
1.68 
0.99 

1.51 
1.78 
1.65 
1.65 
1.79 
1.67 

1.41 
0.55 
1.48 
1.34 
1.95 

0.15 
0.04 
0.11 

0.17 
0.00 
0.12 

0.68 
0.69 
0.00 

0.43 
0.54 
0.12 
0.00 
0.31 
0.00 

0.00 
0.67 
0.61 
0.01 
0.21 

(a) Annual change in variables at constant prices, as percentage of GDP at constant prices. 

Italian fiscal policy on private-sector gross disposable income via current 
transfers and revenue. The cyclical sensitivity of private consumption at 
constant prices on average in the period 1971-1995 is -0.06, with a stan
dard deviation of 0.07 and nil correlation with economic growth. Private 
consumption at current prices reflects a somewhat higher cyclical sensi
tivity (-0.1), but not significantly different from zero. The recursive esti-
mates of these coefficients show the same profile as those of the cyclical 
sensitivity of private-sector gross disposable income, gradually diminish-
ing in absoluto terms from -0.24 in the mid-seventies to approximately -
0.15 as from 1983 and then jumping again in 1993, thereby reducing the 
valúes of these coefficients to the levéis shown in Table VI 1.4. 
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CHART VII.5 

ITALY 
NATIONAL CONSUMPTION AND BREAKDOWN BY SECTOR 
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Source: European Commission. Figures for 1996 and 1997 are forecasts estimated by the Commis-
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The cyclical sensitivity of government consumption, by contrast, has 
been more stable in recent decades, with a closer correlation at constant 
prices with economic growth. For the period 1971-1995 the average 
cyclical sensitivity coefficient of government consumption at constant 
prices is estimated at -0.16, with a standard deviation of 0.02 and 0.67 
correlation with economic growth. The autocorrelation between the 
residuals is corrected by introducing an AR(1) term in the regression, 
causing almost no chango in the estimated cyclical sensitivity coefficient 
(-0.19), whose t-ratio becomes higher, as does the coefficient of deter-
mination (0.89). From the recursive estímate of this coefficient, we find 
that its valué was somewhat lower than -0.02 to 1980 and then stood at 
-0 .18 between 1982 and 1989, reaching cióse to zero in subsequent 
years. As clearly seen in Chart VII.5, the fluctuations in government con
sumption as a percentage of GDP at current prices were less systematic 
than at constant prices. The estimated cyclical sensitivity coefficient is, 
after adjusting for the autocorrelation between the residuals, lower in ab
soluto terms and less significant, with considerably lower correlation with 
growth. This is due to the changos in the government consumption de-
flator relativo to the GDP deflator. Thus, for example, the strong expan
sión in government consumption as a percentage of GDP at current 
prices observed from 1977 to 1981 is solely the result of the impact of 
the changos in relativo prices. The origin of this low cyclical sensitivity of 
government consumption expenditure lies in the component of person-
nel costs, because the cyclical sensitivity of net current purchases of 
goods and services was more in proportion with their weight in GDP and 
more closely linked to economic growth. Specifically, general govern
ment wage policy appears to be the explanatory factor in the discrepan-
cy between the cyclical sensitivities of government consumption at cur
rent prices and at constant prices. 

Due to the characteristics of the income redistribution operations car-
ried out by general government and to the consumption decisions in the 
prívate and public sectors, Italy's gross national saving also reflects little 
cyclical sensitivity. First, the cyclical sensitivity of prívate-sector saving, 
whose percentage ín terms of GDP is -like that of Japan- among the high-
est ín industrialised countríes, is negativo, and accordingly tends to ac-
centuate the impact of the intensely pro-cyclical fluctuations of prívate in-
vestment on the prívate sector's net lending (+) or net borrowíng (-). 
Second, government saving, whích has been negativo for the past 25 
years, contributed only weakly through its cyclical swíngs to the adjust-
ment in national saving to changos in the rato of national investment, ín-
creasing the Italian economy's dependence on external financíng for its 
growth. Chart Vil.6 gives the trends and deviations, as percentages of 
GDP, ín national saving and its breakdown by sector, clearly showing that 
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the influence of government saving on national saving was fairly modest 
until 1992. 

In the seventies, national saving in terms of GDP trended mildly 
downwards, because the fall in government saving was partly offset by 
the rise in prívate saving. The slide in the national savings ratio began in 
1980 on the private-sector side and became more pronounced in 1981 
with the fall in government saving, which reached very negativo levéis. 
Thereafter its continued decline until 1992 was due to prívate saving, as 
government saving tended to recover, albeit very slowly, and it fell even 
further with the slowdown in growth between 1989 and 1992. In subse-
quent years, the sharp decrease in general government dissaving re-
versed the negativo trends in the national savings ratio, while prívate sav
ing recovered only temporaríly in 1994-1995. 

The estimated cyclical sensítivity of government saving in the period 
1971-1995 averaged 0.22, with a standard deviation of 0.1 and a negligi-
ble correlation with economic growth. The recursive estímate shows that 
the valué of this coefficient was not constant: in the seventies it stood at 
around 0.45 before falling to 0.37 in 1983 and then stabilised at that level 
until the early nineties, when it again fell ín 1993 to 0.22, pulled down
wards by the above-mentioned slide in the cyclical sensítivity of general 
government gross dísposable íncome, whose profíle it closely matched. 
The cyclical sensítivity of prívate saving was practícally nil (0.01) in this 
period, with its valué moving from -0.08 (until 1981) to -0.03 (between 
1983 and 1990), never significantly different from zero. Thus the national 
savings ratio fluctuated in a pro-cyclical direction by 0.23 percentage 
points for every percentage point of deviation in the Italian economy's real 
growth with respect to its average in the period 1971-1995, with a correla
tion of only 0.17 with growth. The recursive estímate of the cyclical sensí
tivity coefficient of national saving shows the same characteristics as that 
of general government gross saving: higher (0.37) in the seventies than 
in the eighties (0.33), with a pronounced chango in 1993 to the valué 
(0.23) estimated when all the observations for the period 1971-1995 are 
included. This regression's residuals have notable first- (0.35) and third-
order (-0.30) autocorrelations, which are remedied by introducing an 
AR(1) term in the equation, with the estimated coefficient then becoming 
0.3, with a t-ratio of 3.83. 

Investment expenditure in Italy is the item most closely correlated 
with the economic cycle, as occurs in the other countries but to a lesser 
degree than in the Italian economy. The trends and deviations in the na
tional savings ratio and in its breakdown by sector are presented in 
Chart VI 1.7, which reflects the modest impact of government investment 
on the long-term behaviour and cyclical fluctuations of the national in-

106 



CHART VII.6 

ITALY 
GROSS NATIONAL SAVING AND BREAKDOWN BY SECTOR 

NATIONAL ECONOMY 
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Source: European Commission. Figures for 1996 and 1997 are forecasts estimated by the Commis-
sion's Technical Services. 
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vestment ratio in comparison with the predominant influence exerted by 
prívate investment. The cyclical sensitivity of government investment is 
estimated at -0.02 on average in the period 1971-1995, this coefficient 
being not significantly different from zero and having no correlation with 
growth. The recursive estimates, however, show that cyclical sensitivity 
remained stable and significantly less than zero (between -0 .05 and 
-0.06) throughout the sample period, reaching cióse to -0.02 if we in-
clude the observations for the years 1992-1995, when government capi
tal formation diminished by one percentage point of GDP to help the fis
cal consolidation process then under way. There is also a first-order 
autocorrelation (0.5) between the residuals, which is corrected with an 
AR(1) term, placing the valué of the estimated coefficient at -0.04, with a 
t-ratio of 2.22. 

The cyclical sensitivity of prívate investment, by contrast, was very 
high, with an estimated average coefficient of 0.84 for the period 1971-
1995, a standard deviation of 0.11 and a correlation of 0.69 with growth. 
The recursive estímate indicates that its valué did not remain constant, 
and instead tended to decline. The valué estimated recursively ranged 
between 1.2 and 1.1 to 1981, moving to around 1 from 1982 to 1990 and 
then jumping to 0.84 when the last three observations of the sample peri
od are included. 

In the cyclical sensitivity of gross national capital formation at current 
prices, prívate investment is the dominant factor, with a very similar valué 
(0.82), an equally high correlation with growth (0.68) and an analogous 
profile over time in its recursive estímate. Italy's gross capital formation at 
constant prices also reflects notable cyclical sensitivity. The estimated co
efficient at constant prices in the years 1971-1995 averages 0.51 in the 
simple regression, with a standard deviation of 0.08 and a 0.61 correla
tion with growth, but when adjusted for the residuals' second-order auto
correlation (0.54) with an AR(2) term, its cyclical sensitivity rises to 0.60, 
with a t-ratio of 12.3 and a coefficient of determination of 0.8. The recur
sive estímate of the coefficient at constant prices has the same profile, 
though more stable, as at current prices. 

Despite the uncertainty of these estimations and the instability of the 
valúes estimated recursively over the sample period, it can be concluded 
that prívate investment and gross national capital formation, both at cur
rent and constant prices, have been characterised by high cyclical sensi
tivity in the Italian economy. In addition, the small and diminishing stabil-
ising capacity of fiscal policy has signified insufficient corrections in 
national and government saving, causing the saving/investment balances 
of the prívate sector and the Italian economy as a whole to be markedly 
counter-cyclical, revealing a strong dependence on external financing. 
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CHART VII.7 

ITALY 
GROSS CAPITAL FORMATION AND BREAKDOWN BY SECTOR 
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Source: European Commission. Figures for 1996 and 1997 are forecasts estimated by the Commis-
sion s Technical Services. 
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The trends and fluctuations in the saving/investment balances of the 
national economy and of the prívate and general government sectors, as 
percentages of GDP, are shown in Chart VI 1.8. The trend in the govern
ment saving/investment balance in Italy underwent a process of deterio-
ration parallel to that of the sector's net lending (+) or net borrowing (-), 
which continued almost non-stop to 1981 and then stabilised until 1985, 
later seeing a gradual improvement between 1986 and 1989 that was lost 
in subsequent years. However, between 1992 and 1995 this negativo bal
ance underwent a correction of nearly four percentage points of GDP, 
and further substantial progress towards equilibrium is expected in the 
years ahead. Trends in the prívate sector's saving/investment balance 
were just the opposite, with greater fluctuations than those in the govern
ment balance until the mid-eighties. The Italian economy's balance of cur-
rent transactions with the rest of the world, the equivalent of the national 
saving/investment balance, tended to be stationary, generally fluctuating 
between +2 percentage points of GDP, with the striking exception of 
1974, when it recorded a 4.2 % déficit in terms of GDP caused by the 
surge in prívate investment, which climbed to 27.3 % of GDP that year af-
ter recovering from a slide in 1972, when it fell to 21.1 % of GDP. But this 
recovery is over-estimated, due to the inflationary effect of the first oil cri
sis, which raised the gross capital formation deflator by more than 15 per
centage points in relation to GDP. Thus roughly 60 % of this increase in 
the share of prívate investment in GDP at current príces in the years 
1973-1974 is attributable to the impact of relativo prices. 

The cyclical sensitivity of the general government saving/investment 
balance for the whole of the period 1971-1995 is estimated at 0.25, with a 
standard deviation of 0.12 and a negligible coefficient of determination. 
Nonetheless, the recursive estímate of its cyclical sensitivity has the 
same profile as the other balances of government accounts discussed 
above: to 1981 the valué of the coefficient was around 0.5, from 1983 to 
1992 it held stable at around 0.4, and then falls to 0.25 when the last 
three years of the sample period are included. In view of this, it can be 
concluded that the latter figure is not representativo of the entire period, 
because it is the result of averaging out the high cyclical sensitivity to 
1981 with a valué that is not significantly different from zero in the period 
1982-1995. 

The estimated cyclical sensitivity of the private-sector saving/invest
ment balance is cióse to minus one, and it is found to be dominated by 
the intensely pro-cyclical fluctuations in prívate investment, which enters 
in the definition of this balance with a negativo sign. As a result, for each 
percentage point that the growth rato of real GDP deviates from its aver-
age in the period 1971-1995, this balance deviates 0.83 percentage 
points from its average variation in the opposite direction of the deviation 
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CHART VII.8 

ITALY 
NATIONAL SAVING/INVESTMENT BALANCE AND BREAKDOWN BY SECTOR 
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in GDP, with the borrowing requirement rising during expansionary phas-
es and falling in recessions, with a correlation of 0.54 between these ad-
justments. This cyclical sensitivity coefficient did not remain constant over 
the sample period, and instead its recursive estimate shows the same 
profile - with the sign changed - as that of private investment. 

For the Italian economy as a whole, the cyclical sensitivity of the sav-
ing/investment balance is estimated at -0 .59 on average in the period 
1971-1995, with a standard deviation of 0.13 and 0.43 correlation with 
growth. When this cyclical sensitivity is estimated recursively, the valué of 
the coefficient goes from -0.75 in the mid-seventies to -0.6 as from 1982. 
As noted earlier, the high cyclical sensitivity of the national saving/invest-
ment balance in the Italian economy signifies a notable dependence on 
external financing. The origin of this dependence lies in the combination 
of the small stabilising effect of government saving and the high cyclical 
sensitivity of private investment. This cyclical behaviour of national sav-
ings ratios is evidenced, on the expenditure side, in the adjustments in 
exports and, above all, in imports. 

In foreign trade flows, the trend behaviour of exports and imports as 
percentages of GDP at current prices is shown in the left-hand column of 
Chart VI 1.9. The valuation of these flows at constant prices, however, 
gives a different picture, because the lira's real effective exchange rate 
vis-á-vis the developed countries as a whole depreciated considerably 
between 1972 and 1976 and then underwent a sustained appreciation 
from 1978 to 1991 before plunging in the years 1992-1995 to historical 
lows. In the seventies, the increase in the share of exports in GDP at con
stant prices was somewhat less than at current prices, whereas in the 
eighties this share did not decline but instead began to rise near the end 
of the decade and continued to grow in the nineties at the same rate as at 
current prices. Imports in turn remained stable as a percentage of GDP at 
constant prices until 1983, later systematically increasing their share (with 
the solé exception of 1993) by approximately 50 %. It should be noted 
that in the years 1992-1995 the chango in the structure of Italian demand, 
both in current and constant prices, was extraordinarily intense: the de-
preciation of the lira's real effective exchange rate by nearly 30 % vis-á-
vis the developed countries as a whole led to a major reallocation of re-
sources from national consumption (private and, to a lesser extent, 
government consumption) to exports, whose share of GDP has risen by 
more than double that of imports. 

Exports show no clearly defined cyclical sensitivity in the Italian econ
omy. The estimated coefficients at current and constant prices are nega
tivo, but not significantly different from zero. Moreover, the correlation 
with growth is nil, and thus there is no reason to attribute to the fluctua-
tions in exports a systematically stabilising influence on the structure of 
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CHART VII.9 
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expenditure or real demand in the Italian economy. Importa adjusted to a 
greater extent to accommodate the cyclical changes in the gross capital 
formation/GDP ratio at constant prices (black line) and especially at cur-
rent prices (grey line), as seen in the right-hand column of Chart VII.9. 
The deviations in the imports deflator relative to the GDP deflator from its 
trend were generally pro-cyclical, thus also intensifying the fluctuations in 
imports as a percentage of GDP at constant prices. 

The cyclical sensitivity coefficient of imports at current prices estimat
ed for the period 1971-1995 (0.57) is higher and more significant and also 
better correlated with growth than at constant prices (0.2). When the co
efficient is estimated recursively at constant prices, its valué fluctuates 
between 0.7 and 0.8 until 1992, but it swings downwards to 0.57 when 
the observations for the years 1993-1995 are added. Its cyclical sensitivi
ty at constant prices is estimated at 0.2 on average in the period 1971-
1995, with a standard deviation of 0.07 and a correlation of 0.21 with 
growth. When this coefficient is estimated recursively, it is found to be rel-
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atively stable throughout the sample period, moving between 0.21 and 
0.19, except in the years 1991-1992, when it dropped temporarily to 0.14. 
This discrepancy between the cydical sensitivity of imports at current and 
constant prices may be interpreted as a consequence of the lira's ex-
change-rate instability and of the successive oyóles of inflation-depreoia-
tion-inflation in reoent deoades. If the residuals' second- (0.3) and third-
order (0.3) autooorrelation is oorreoted with a MA(2) term, the estimated 
valué beoomes 0.24, with a t-ratio of 3.88. 

In concluding this analysis of the stabilising effects of fiscal policy in 
Italy, it is worth highlighting once again the chango observed in the vari
ables' cydical sensitivities to 1981, between 1982 and 1992, and in re
cent years. In the first period, Italian fiscal policy had clearly stabilising ef
fects on private-sector gross disposable income, via income redistribution 
operations, and on real GDP, via general government consumption ex-
penditure and investment. This short-term stabilisation, however, oc-
curred amid an unsustainable shortfall in public finances. As from 1981 
the rise in the budget déficit was checked with long overdue increases in 
fiscal pressure, but without managing to curb the trend expansión in gov
ernment spending, and this induced destabilising adjustments in revenue, 
which cancelled the stabilising influence that continued to be exerted by 
the fluctuations in government expenditure. After the crisis of 1992, Italy's 
strategy of fiscal consolidation strengthened the increases in revenue 
through structural reforms on the expenditure side and more severo bud-
getary control, causing new breaks in the recursive estimates of the cydi
cal sensitivities of fiscal variables in recent years. 
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VIII 

BRITAIN 

VIII.1. Economic growth and stabilisation policles 

The development of Britain's post-war economy was marked on the 
external side by balance-of-payments problems arising from its depen-
dence on imports, the pound's overvaluation, and the loss of competitive-
ness of British products. On the domestic side it was characterised by an 
increase in government intervention in the productivo economy through 
nationalisations and direct controls, and by the expansión in "eradle to 
grave" social benefits through a universal system of basic welfare in edu-
cation, health and income support. 

For decades, until the collapse of the International monetary system 
and the pound's flotation in June 1972, the essential constraint on 
Britain's economic policy was the maintenance of a fixed exchange rato 
at an overvalued level in real terms (despite the devaluations of 1949 and 
1967). With the gradual lifting of the direct controls imposed on the econ
omy during the war, economic policy was geared towards regulating the 
growth in aggregate spending, primarily through discretionary changos in 
fiscal policy, as a way of eliminating economic cycles and maintaining 
sufficient growth in demand to guarantee full employment. The scarcity of 
dollars to pay off war debts and to finance the imports essential for eco
nomic growth in the second half of the forties, until the massive injection 
of American aid in Europe, and the tendeney to run a trade déficit that 
persisted in subsequent decades were the principal obstados to the ex
pansión of Britain's economy. The direct controls on cross-border finan-
cial and trade flows remained in place throughout most of the fifties, and 
it was not possible to restore the pound's convertibility until 1958. 

In the development of economic policy and of the infernal institutional 
framework, the year 1944 is taken as the date when the authorities as-
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sumed the commitment of maintaining full employment, both in the Unit
ed States, with the passage of the Employment Act, and in Britain, with 
the White Paper on Employment Policy. The same year saw the publi-
cation of the Beveridge Report on Full Employment in a Free Society, 
which was to have an enormous impact on the shaping of the welfare 
state in Britain after the war ended in 1945. The victory of the Labour 
Party in the general election of that year ushered in the other radical 
chango in government intervention in the economy, i.e. the nationalisa-
tion of coal, steel, railways, gas and electricity, which was to influence 
the workings of the British economy in the four subsequent decades un-
til the privatisation process set in motion by the Conservative Party in 
the eighties. 

As long as fiscal policy was considered an effective means of regulat-
ing the level of aggregate demand in the economy, the recommended 
economic policy mix was to assign to monetary policy the external objec-
tive of balance-of-payments equilibrium, via interest ratos, and to fiscal 
policy the domestic objective of full employment, primarily through tax 
changos, because of the acknowledged difficulty of using government ex-
penditure to regúlate aggregate spending in the short run. The Plowden 
Report (1961) on the control of government spending argued that, to 
achieve efficiency objectives, expenditure plans should span a period of 
four to five years and not be subject to the contingencies of stop-go poli
cios. Contrary to what many Keynesians postulated, discretionary fiscal 
policy was limited to tax changos. This combination of demand policios, 
however, gave riso to an overly expansionary fiscal stance, whose effocts 
on domestic spending, inflation and the current-account déficit could not 
be offset by monetary policy. 

The attempts to reconcile the objectives of full employment and bal
ance-of-payments equilibrium, within a system of fixed exchange ratos, 
gave riso to the stop-go economic policios of the fifties and the sixties. 
The expansión of activity and employment encouraged by policios aimed 
at the permanent stimulation of domestic demand also led to higher infla
tion and the systematic loss of competitiveness of British products, both 
abroad - hampering exports - and domestically - fostering imports. The 
trade déficit produced by the excessive growth in domestic demand at 
current prices during the go stage of this economic policy resulted in a 
decline in the Bank of England's foreign reserves, which neither a surplus 
balance in services ñor surpluses on income, transfers and capital ac-
counts were able to compénsate. Balance-of-payments problems were 
generally accompanied by speculative pressures on the pound, which in 
a system of fixed exchange ratos entailed no risk of losses, because the 
speculators who sold sterling to forcé its devaluation could always undo 
their transactions afterwards if the speculative attack was not successful. 
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Between 1962 and 1966 the economy underwent a full stop-go cycle. 
Until 1964, despite the fragility of the balance of payments, the Conserva-
tive government used budgetary measures to promote economic growth. 
The result was a substantial widening in the current-account déficit and 
the defeat of the Conservativo Party in the elections of October 1964. In 
the second half of the decade, the new Labour government would have to 
adjust its economic policios to the constraints imposed by the balance of 
payments. To prevent a devaluation, it resorted to measures that would 
directly affect cross-border financial and trade flows: a 15 % surcharge on 
imports and selectivo subsidies for exports, stronger capital controls, an 
increase in the interest rato from 5 % to 7 %, and additional loans from 
foreign central banks to offset the loss of foreign-currency reserves. Fis
cal policy also became more restrictivo to limit the growth in domestic 
spending, and the selectivo employment tax (an idea proposed by N. 
Kaldor) was introduced with the aim of encouraging job creation in indus-
try by taxing employment in other sectors. But the figures for the current-
account déficit in the first quarter of 1966 and the slide in reserves, cou-
pled with the dockers' strike in May that was to last more than six weeks, 
unleashed fresh speculative attacks on the pound in July, as its exchange 
rate was considered too strong to restore the external equilibrium of the 
British economy. In mid-July the government of Harold Wilson decided to 
apply more restrictivo measures by cutting government expenditure, rais-
ing indirect taxes, and freezing salaries, wages and dividends for six 
months. This policy managed to restore a certain confidence in the au-
thorities' determination not to devalue the pound, and as such eased the 
speculative pressure on sterling and allowed the repayment of nearly all 
the loans received from other central banks. But the respite was only 
temporary. 

As from early 1967 the negotiations for Britain's entry into the Euro-
pean Common Market rekindled the belief that the pound was overval-
ued, and the weak pace of activity led the government to relax its eco
nomic policy. Government spending quickened, the restrictions on hire 
purchase were eased, and inflationary income and price tensions sur-
faced once again. Exports tended to stagnate, and another dockers' 
strike caused chaos in foreign trade. Speculative pressures on the pound 
became extraordinarily intense in November, while the government re-
sisted subjecting its policy to the supervisión of the IMF, this being a pre-
requisite for further loans. The government's unsatisfactory answer to a 
question in parliament on the afternoon of November 15 led to a sudden 
flight from the pound, and the next day sterling was devalued from $2.8 
to $2.4. The devaluation affected the growth in exports more than it man
aged to restrain imports, and therefore a fiscal policy geared towards 
curbing the growth in domestic spending was still necessary. In the first 
half of 1969 the balance of payments ran a surplus, and in 1970, when 
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the Conservative Party won the general election in June, government ac-
counts also closed with a surplus for the first time since 1950. But nearly 
20 years would then have to elapse before the budget would be brought 
into balance again, albeit only temporarily, in 1988. 

In the área of economic policy, the first half of the seventies was 
marked by the collapse of the international monetary system and the 
abandonment of fixed exchange rates, expansionary policios in the early 
years of the decade (under the false illusion that countries had been liber-
ated from the external constraint imposed by this system), inflationary 
tensions induced by these expansionary policios and exacerbated by 
higher oil and raw material prices, and the ensuing recession that the ac-
cumulation of financial and economic imbalances made inevitable. The 
spring of 1970 ushered in another boom-bust cycle similar to the one 
brought about by the economic policy of 1962-1966, but even more pro-
nounced. The Conservativos initiated an inflationary boom, known as the 
Barber boom (after Anthony Barber, who was Chancellor of the Exche-
quer from 1970 to 1974, though it was actually the idea of the Prime Min-
ister Edward Heath), with openly expansionary fiscal and monetary poli-
cies that produced a rapid depreciation of the pound and sharp risos in 
the budget and current-account déficits, as well as an unsustainable 
quickening in the rato of economic growth from 2.6 % in 1972 to 8.4 % in 
1973, with a subsequent fall to -1 .2 % in 1974 and 1975. This was to be 
the last attempt to apply an expansivo discretionary policy to stimulate 
economic growth in Britain, in so far as the expansionary measures under 
Healey in 1978 and Howe in 1983 were more a relaxation of an earlier 
overly stringent stance in economic policy, as occurred under Major in 
1991-1993 in the transit ion between Lawson and Lamont. As that 
episode demonstrated, the greater autonomy which the system of flexible 
interest rates was believed to provide for undertaking expansionary 
macroeconomic policios was merely an illusion, because the external 
constraint had its origin in the lack of confidence of foreign savings in the 
pound's stability, amid the inflation, loss of competitiveness and current-
account déficit that the accelerated growth in the British economy was 
generating. 

Due to the Barber boom's modest results in terms of employment, the 
quickening in prices and the pound's depreciation, monetary policy adopt-
ed a restrictivo stance in late 1973. The new government formed after the 
Labour Party's victory in the 1974 elections initially continued to pursue a 
cautious monetary policy and relativoly lax fiscal stance, trusting in the 
impact of a voluntary incomes policy to temper inflationary pressures. 
With the failure of the latter, a binding incomes policy was introduced, 
and fiscal policy was tightened in 1975, when inflation was already at run-
away levéis and the economy was in the depths of a severe recession. 
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Monetary policy, which until then had played a subordínate role with re-
spect to other economic policios, became a key element in the fight 
against inflation. At the same time that Callaghan formally acknowledged 
in 1976 that the discretionary use of taxes and government spending had 
preved ineffective in pulling the economy out of recession and in creating 
jobs, Chancellor Dennis Healey introduced the control of monetary aggre-
gates as an intermedíate target to strengthen the credibility of economic 
policy in the fight against inflation in an attempt to recover an anchor for 
the nominal stability of the economy, which had been lost with the elimi-
nation of fixed exchange rates. This was the position of the Bank of Eng-
land, and it was adopted as part of the British government's negotiations 
with the IMF to obtain a loan, along with the commitment to reduce the 
public-sector borrowing requirement (PSBR), which became the principal 
measure of the budget déficit, as reflected in the letter of intent sent by 
Healey to the IMF in December 1976. 

The disappointment over the failure of these policios of demand 
stimulation to sustain growth and the simultaneous emergence of previ-
ously inconceivable rates of persistent inflation and unemployment led to 
a gradual, but profound, chango in the conception of economic policy 
that began under the Labour governments of the seventies but was giv-
en shape in the eighties under the Conservativos. The chango in eco
nomic policy strategies was reflected in the marshalling of monetary poli
cy for price stabilisation objectives, the abandonment of fiscal activism 
for regulating aggregate demand and employment levéis in the short 
run, and the greater emphasis on the importance of efficiency in eco
nomic growth. Intermedíate targets were set in terms of a monetary ag
gregate, budget equilibrium was proposed as the condition for preserv-
ing stability in aggregate nominal spending, and microeconomic policios 
of liberalisation, privatisation and market deregulation were adopted to 
make the workings of the economy more efficient. A basic component of 
these strategies was fiscal reform, geared towards greater tax neutrality 
in the allocation of resources and horizontal equity among taxpayers in 
the same income bracket, as opposed to the management of incentives 
and the progressive structure that had character ised previous tax 
systems. 

The change in the economic policy stance under the Labour govern
ments between 1974 and 1979 was based on a revisión in the focus that 
the Radcliffe Report had postulated for achieving full employment through 
flexible policios for managing aggregate demand in the short run. The 
new focus underscored the importance of adopting a medium-term strate-
gy that would preserve the nominal stability of the economy in order to 
achieve sustained growth in income and employment, although this strat-
egy never actually took a consistent shape. Full employment remained 

119 



the ultímate goal of Labour's economic pollcy, and it never adopted open-
ly deflationary objectives. The fight against inflation centred on incomes 
policies agreed by trade unions and business and on restrictions on the 
growth in public spending, while monetary pollcy was deployed as a com-
plementary instrument to these policies. The setting of intermedíate tar-
gets for monetary aggregates (whlch the Bank of England had already 
begun to establish for internal purposes in 1973) sent the message that 
excessive wage increases would not be accommodated by monetary pol
lcy, but instead would ultimately lead to higher unemployment. 

The measures adopted in late 1976 preved hlghly effective, produc-
Ing a radical turnaround in the balance-of-payments sltuation, a further 
slide In inflation and renewed confidence in the pound, reversing the ten-
dency of Its exchange rate to deprecíate in nominal and real effective 
terms and inltlating a continued appreciatlon that lasted untll 1981. 
Progress in reducing the budget déficit, however, was very modest, and 
the general government borrowlng requlrement, whlch had fallen from 
4.8 % of GDP in 1976 to 3.4 % in 1977, rose once agaln, reaching 4.4 % 
of GDP In 1978, despite the quickening in economic activity prompted by 
the relaxation in fiscal pollcy during the run-up to the electlons of May 
1979, whlch returned the Gonservative Party, now led by Margaret 
Thatcher, to office. Although the objectives of limiting the growth of mone
tary aggregates had been satisfactorily met, the relaxation In fiscal pollcy 
in 1978 gave rise to an economic pollcy mix that fuelled the acceleration 
In aggregate spending and prices, raised interest rates and caused the 
pound to appreciate. Meanwhlle, the second major Increase In olí prices, 
as from October 1978, had no direct negativo repercussions on Britain's 
balance of payments, because it was already self-sufficient In olí, but It 
did produce an addltlonal strengthening of the pound, whose conse-
quences would not become evident untll later, during the recesslon of the 
early eighties. 

Thatcher's Conservativo government was the first since the war that 
did not make full employment one of its prlorlty objectives. Instead, It fo-
cused its efforts on curblng inflation, using restrictions on the growth In 
the money supply and public spending as Its Instruments. The chango in 
the conception of macroeconomlc pollcy that bogan under the Labour 
government in 1976 was to take full shape under the Conservativos, who 
gave it a coherent deflnition in the medium-term financial strategy (MTFS) 
presented with the budget in March 1980. In mlcroeconomlc policies, 
however, the elements of rupture prevalled over those of contlnulty. The 
Conservativos changed the rules of the gamo, concentrating on structural 
reforms (taxes, trade unions), on reducing the scale of the public sector 
(privatisations) and on the liberalisatlon and promotlon of market competi-
tion, as opposed to the Incomes policy agreements and changos through 
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consensus with social agents proposed by the Labour Party. The design 
of a new institutional framework was intended to give priority to market ef-
ficiency over income redistribution mechanisms; to establish rules that 
would make medium-term macroeconomic policy readily foreseeable 
rather than preserving the discretion and flexibility to chango course in 
the short run; to facilítate the clash of interests under balanced rules of 
the game applied to social institutions rather than seeking a consensus or 
pacts between social agents. In macroeconomic policios, the element 
that gave coherence to the MTFS was the fact that it renounced influenc-
ing the economy's real variables in the short run and subjected the gov-
ernment's actions to previously announced guidelines. The whose goal 
was to secure the nominal stability of the economy by providing a frame
work of certainty in which prívate agents competed among themselves to 
attain their own objectives. 

Under the Conservativo governments of the eighties, Britain devel-
oped supply policios aimed at liberalising markets and making them more 
flexible by removing the administrativo obstacles and incentives that 
worked against market efficiency, and at favouring prívate over public ini-
tiative by privatising all public-sector companies that could be run by prí
vate enterpríse. In the área of fiscal policy, the main reforms on the rev-
enue sido consisted of a strong reduction in the tax ratos on personal 
income (the highest from 98 % to 40 % and the lowest from 33 % to 
25 %) and on corporate income (from 53 % to 35 %) and the elimination 
of brackets in the personal income tax scale, in addition to simplifying the 
tax structure and widening the definition of taxable income by eliminating 
deductions. Taxes on capital income and gains were eased (with a com-
pensating increase in excise duties and VAT) as were social security con-
tributions; reforms were made in local taxes, inciuding the replacement of 
property taxes in 1990 by a poli tax, which caused a major uproar be-
cause of its regressive nature and was eliminated in 1993 in favour of 
taxes along the linos of the previous enes. Most notable on the expendi-
ture sido were the reduction in production subsidies, partly due to the pri-
vatisation of many state-owned companies; the limits set on the growth in 
welfare benefits, making it more difficult to qualify for poverty and unem-
ployment benefits and increasing the infernal efficiency of the National 
Health Service; and the decline in government consumption as a percent-
age of GDP due to less job creation in the general government sector. 

From the standpoint of economic growth, the era of Conservativo 
government can be divided into several stages. In 1981-1982 the British 
economy was immersed in a recession from which it slowly recovered 
over the following two years. After a temporary slackening in activity in 
1984, the economy expanded strongly between 1985 and 1988, with av-
erage GDP growth at constant prices of more than 4 %. In 1989 a slow-
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down began that was to touch bottom in the 1991-1992 recession. In the 
next two years the economy rebounded, returning the real GDP growth 
rate to around 3 % in recent years. From the standpoint of the economic 
policy applied by the successive Conservative governments, several dif-
ferent periods can also be distinguished. At the beginning, the priority 
was to reduce inflation, putting into practico the medium-term financial 
strategy, where control of the money supply (M3) was the centrepiece 
and to which fiscal and foreign-exchange policy were subordinated. Amid 
the difficulties that monetary control encountered, this strategy was quiet-
ly abandoned, while at the same time increasing importance was given to 
exchange-rate stability and to budget equilibrium. The rapid expansión of 
Britain's economy in the second half of the eighties led to significant dise-
quilibria in prices and in the balance of payments on current account, de
spite which the budget was balanced in 1988-1989 thanks to the reduc-
tion in the weight of government expenditure in GDP by six percentage 
points. Exchange-rate stability became the key target in economic policy 
after the pound's entry into the exchange-rate mechanism of the EMS in 
October 1990, when the British economy was already mired in a severo 
recession. Maintaining the pound's exchange rate in these circumstances 
of disequilibrium in prices and the foreign balance would have been diffi-
cult in any case, but the problems added by the economic consequences 
of Germany 's reunif icat ion and the weakening of other European 
economies, in a climate of uncertainty about the futuro of monetary unión, 
made it virtually impossible. After the pound's withdrawal from the EMS in 
September 1992, economic policy focused on inflation targets and the 
restoration of budget equilibrium, which had been severely eroded in the 
years of recession. 

The economic policy scheme postulated by the Conservativos could 
only be gradually applied. In fiscal matters, the Thatcher government ini-
tially chose to follow the recommendations of the Clegg Commission by 
substantially increasing public-sector wages (with a notable upward effect 
on government consumption as a percentage of GDP), lowering income 
taxes as promised in the election campaign, and raising the VAT rate 
from 8 % to 15 %, while also preserving the target of confining growth in 
public spending to 5 % in 1979 that it had inherited from the outgoing 
Labour government. Overall, these measures defined a rather restrictivo 
fiscal policy, but with direct upward repercussions on price levéis that fu-
elled inflationary expectations and were partly responsible for the intense 
wage acceleration that ensued. The weakening in activity and the lag in 
employment adjustments contributed to the notable slide in the growth in 
productivity, which combined with the greater wage increases to trigger a 
strong quickening in unit labour costs and with the riso in indirect taxes to 
cause an appreciable narrowing in corporate margins. At the same time, 
the continuity in the restrictivo stance of monetary policy spurred the ap-
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preciation of the pound, which swiftly eroded the competitiveness of 
British products. The combination of the recessive effects of higher oil 
prices and the appreciation of the pound's real effective exchange rate 
hampered growth in exports, while the fall in corporate margins caused 
prívate investment to plunge; the weakness of both these aggregate de-
mand components ultimately sent the British economy into a deep reces-
sion in the early eighties. 

The 1981 budget combined cuts in public spending and an increase 
in income tax with a reduction of two percentage points in the official in-
terest rate to 12 %. One of its objectives was to restrain the pound's ap
preciation in order to stimulate economic activity, placing on fiscal policy 
part of the onus of the fight against inflation. But, primarily due to the dol-
lar's surge, the pound was depreciating too fast despite the Bank of Eng-
land's frequent intervention, and Howe was torced to raise the interest 
rate to 14 % in mid-September. Although this increase was to be can-
celled in later months through four cuts of half a percentage point each 
after the pound's stabilisation as from mid-October, the episode reveáis 
that the exchange rate - and not just the M3 monetary aggregate - was a 
relevant variable in the Conservativo government's anti-inflation policy. 
And it was to gain increasing importance as it became more difficult to 
control the money suppiy (by whatever definition). Various monetary tar-
gets were studied as alternativos to M3 - broader and narrower aggre-
gates and also GDP at constant prices - but none seemed to be a suffi-
ciently reliable substituto. As to the use of fiscal policy to curb inflation, 
the 1982 budget established cash restrictions on the increase in public 
spending. Inflation fe!! from 12 % in January of that year to 4.5 % at year-
end, providing for a significant decline in interest ratos. Nonetheless, the 
pound's relativo weakness persisted, and, to strengthen it, interest ratos 
were raised by one percentage point on November 26, 1982 and then by 
another point on January 12, 1983. In practico, despite the government's 
continued monetarist rhetoric and its opposition to entry into the EMS, 
Howe's monetary policy did not differ greatly from that of other European 
countries that belonged to the EMS. 

After the general elections in the spring of 1983, the new Chancellor 
of the Exchequer, Nigel Lawson, made a profound review of the control of 
monetary aggregates, but he was no more fortúnate in his efforts than his 
predecessor had been. Although he was aware of the importance of the 
exchange rate (The View from Number 11, p. 165), he was neither willing 
to acknowledge it publicly ñor to pursue an interest-rate policy whose ob-
jective was exchange-rate stability. Instead, he focused his attention on 
fiscal matters - privatisations and tax cuts - while placing less emphasis 
on reducing inflation. The pound's depreciation was nonetheless a source 
of concern because of its impact on prices, and in early 1985 Lawson 
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stated that the tax cuts planned for that year should be postponed be-
cause of the currency's weakness. In subsequent months, monetary poli-
cy revolved around securing the stability of the pound, and Lawson sus
pended the M3 target for 1985, thereby acknowledging that it was no 
longer an operational aggregate for guiding monetary policy in compari-
son with other variables such as MO and the exchange rate. From then 
onwards, the contradictions of British economic policy concerning the 
pound's incorporation in the EMS were decisivo. These contradictions 
stemmed from the different attitudes of Thatcher and Lawson towards the 
EMS. Thatcher opposed the loss of monetary autonomy that the pound's 
entry into the EMS implied, and wanted to keep interest rates low at any 
price, which could make it difficult to maintain a stable pound, although 
she was willing to control inflation through stricter fiscal policies, which 
would contribute to exchange-rate stability in the EMS. Lawson wanted to 
use the exchange-rate discipline of the EMS as an anti-inflation anchor 
for British economic policy, and to this end he was willing to raise interest 
rates if necessary (triggering accusations that he was a golf player with a 
single club), but he mistakenly believed that this participation would allow 
him to put more expansionary fiscal policies into practico in order to stim-
ulate growth. 

In early 1986, when oil prices bogan to plummet and the pound weak-
ened once again, Britain's economic policy stance was influenced by the 
project aimed at placing the pound's exchange rate at a level that could 
be sustained in the event of its entry into the EMS. The earlier policy of 
exchange-rate stability was abandoned, and the pound was allowed to 
deprédate substantially - from 3.71 D-Marks to the pound at end - 1985 
to 2.86 a year later- through a policy of non-intervention on the foreign-
exchange market and cuts in interest rates in March, April (twice) and 
May; at the same time, an attempt was made to cushion the inflationary 
impact by sharply reducing domestic energy prices. In addition, the 1986 
budget lowered the income tax rate by one percentage point, and other 
measures involving tax incentives were adopted. As a result, economic 
policy as a whole had a clearly expansionary impact on nominal spending 
that helped to revitalise economic growth and to reduce unemployment 
for the first time since the Conservativo government took office. But wage 
increases and the acceleration in income and prívate consumption signi-
fied an obvious inflation risk after the positivo effect of lower energy 
prices had petered out, and, in view of this, after the Conservativo Party 
annual conference, in October the official interest rate was raised to 11 % 
in order to check the depreciation of the pound. 

In the autumn of 1986, in a speech unveiling the 1987 budget, Law
son announced planned growth of 1.75 % in public spending in real terms 
over four years, and he promised further tax cuts, against the backdrop of 

124 



widespread optimism among economic agents, coinciding with intense 
acceleration in wages, consumer demand and investment as well as 
strong expansión in credit - spurred by financial deregulation - and ongo-
ing price rises in financial and property assets, housing in particular. The 
quickening in inflation and fast deterioration in the British economy's bal
ance on current account were the more immediate consequences of this 
economic policy. The inflationary impact of the expansivo economic poli-
cy stance in 1986 was not immediately evident to the authorities, be-
cause only the implications of the public-sector borrowing requirement 
were taken into account when considering medium-term financial strate-
gy, which was still - at least nominally - the frame of reference of 
Britain's economic policy. Lawson appeared to believe it was not neces-
sary to restrain the excessive growth of aggregate demand in real terms 
to control inflation, because, under the principies of MTFS, this was a 
strictly monetary phenomenon. He did not consider fiscal policy to be out 
of balance in 1986-1987 and denied that its effects were inflationary, be-
cause these effects were not being fed through to the money supply via 
the public-sector borrowing requirement, since this requirement was de-
clining thanks to the revenue obtained from privatisations. 

It was believed that neither wage pressures, ñor the swift expansión 
of credit, ñor the dizzying rise in the price of assets could be brought into 
check by economic policy without interfering in the workings of the mar-
ket. With an expansionary fiscal policy, for which Thatcher blamed Law
son, and with a fairly unrestrictive monetary policy, which Lawson attribut-
ed to Thatcher's aversión to interest rate rises, the exchange rate was the 
only instrument left for checking inflation, although the pound's apprecia-
tion might exacérbate the British economy's tendency towards a current-
account imbalance. However, no explicit target was set for the pound's 
exchange rate, which was merely one of many relevant indicators used to 
evalúate the stance of monetary policy; instead, in the spring of 1987, it 
was announced that nominal GDP growth would be the operating target 
in monetary policy and MO the instrument to control it. Despite this, fol-
lowing the Louvre exchange-rate agreement reached by the G-7 coun-
tries in February 1987 to stabilise the dollar's exchange rate against the 
yen and the D-Mark, Britain's monetary policy and interventions on for-
eign-exchange markets were designed to keep the valué of the pound in 
a range of 2.9 to 3 D-Marks; when the pound tended to appreciate, Law
son lowered interest rates on four occasions as from March 1987, leaving 
them at 9 % in May. 

However, the fiscal policy that was being applied at the same time 
contradicted this paving of the way for the pound's eventual entry into the 
EMS. Whereas the 1988 budget foresaw a substantial reduction in public 
spending, fiscal policy continued to exert an expansionary effect on the 
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revenue side by reducing the basic rate of income tax from 27 % to 25 % 
and the máximum rate from 60 % to 40 %. Meanwhile, the announce-
ment that tax relief on housing loans would be cut as from August 1988 
fuelled a fresh inflationary impulse on the property market, as buyers 
brought forward the date of their purchases to take advantage of the cur-
rent tax rules The acceleration in economic activity contributed to the 
growth in imports, inflation and the current-account déficit. In 1988 the 
growth of GDP at constant prices exceeded 5 %, and the over-heating of 
the economy made it necessary to raise interest rates as from June, plac-
ing them at 13 % in November. These increases tended to strengthen the 
pound because of the ensuing short-term capital inflows, and this in turn 
exacerbated the trade déficit in manufactured goods, which had widened 
from £3.3 billion in 1985 to £11.2 billion in 1987 and £20.8 billion in 1988, 
while the balance of current transactions went from a modest surplus in 
1985 to a déficit equal to 5 % of GDP three years later. 

By the autumn of 1988 there were olear signs that, unless the growth 
of aggregate demand decelerated, the British government would have to 
enforce a stricter fiscal policy and even consider a rise in taxes to restrain 
inflation and the current-account déficit. Lawson viewed these as false 
alarms, and he refused to heed them in the belief that fiscal policy should 
not be used to influence aggregate spending in the short run. He perse-
vered in his policy of tax cuts for 1989, confident that high interest rates 
and the pound's appreciation would restrain spending, inflation and the 
current-account déficit. But these imbalances not only failed to ease, they 
tended to worsen, and their persistence cast serious doubts on the sus-
tainability in the médium term of the pound's exchange rate, which 
climbed to 3.27 D-Marks in February 1989. Inflation continued to rise 
- reaching 7.9 % in March - and the déficit in current transactions with 
the rest of the world closed the year at 5.7 % of GDP. 

The British government tended to take a passive approach to the 
problem of the current-account déficit, arguing that it did not stem from 
the disequilibrium in public finances but was instead the outcome of pri-
vate-sector saving and investment decisions in a setting of liberalised 
capital markets, and that it would therefore be automatically corrected 
without the need for economic policy to intervene. Consumers1 expecta-
tions about their permanent income and real wealth, based on the growth 
in employment and in property prices, were highly optimistic and spurred 
prívate consumption, with the resulting decline in the savings ratio and 
higher indebtedness. The business community and foreign investors 
shared this optimism, and the rate of investment and the flow of capital to 
the United Kingdom climbed notably. The strength of the expansión in do-
mestic demand quickened the pace of economic growth and provided for 
the elimination of the budget déficit, despite the cuts in taxes. Although 
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the déficit in current transactions with the rest of the worid stemmed from 
the decline in saving and in the rise in private-sector investment, the po-
tential probiem did not lie in the possible automatic correction of the ex-
ternal imbalance but from the cost associated with this correction, if it 
occurred through a crisis of exchange-rate confidence and a recession 
(see Ch. R. Bean, "The external constraint in the UK", in Alogoskoufis, 
Papademos and Portes, p. 212). This was precisely what happened, al-
beit in the opposite order, as the recession, partly induced by earlier poli
cios and made worse by the restrictions accepted for the pound's partici-
pation in the EMS, preceded the exchange-rate crisis. 

The many years of Lawson's confrontation with Thatcher over the 
pound's entry into the EMS appeared to reach a stalemate when, in mid-
1989, the prime minister set the so-called Madrid conditions for incorpo-
ration: exchange-rate stability, convergence of Britain's inflation with that 
of the core EMS countries, the lifting of all capital controls by member 
countries, progress towards the single market, and free competition in fi-
nancial services. However, the confrontation actually sharpened due to 
the straits in which the British economy found itself. Persistent price ac-
celeration as from 1987, together with the ineffectiveness of the interest 
rate increases in checking inflation, the pound's appreciation and the 
growing current-account déficit, had undermined the credibility of the gov-
ernment's economic policy. When aggregate demand began to weaken, 
the need to maintain the pound's exchange rate in order to finance the 
déficit in current transactions with the rest of the world not oníy impeded a 
reduction in interest rates but actually required a further rise to 15 % in 
October 1989, shortly before Lawson resigned. His successor as Chan-
cellor of the Exchequer, John Major, showed no concern over the pound's 
weakness: he neither raised interest rates ñor ordered the Bank of Eng-
land to intervene; he did, however, manage to persuade Thatcher to com-
mit herself more firmiy to Britain's participation in the EMS by relaxing the 
Madrid conditions. The surprise entry of the pound into the EMS, with a 
parity of 2.95 D-Marks and a 6 % fluctuation band, was accompanied by 
a small but inopportune reduction in interest rates to 14 % - solely justifi-
able for political reasons, as the governor of the Bank of England himself 
was to assert; moreover, it took place in October 1990, probably the 
worst imaginable time, when the British economy was sliding into reces
sion and Germán inflation was moving beyond the level that the Bundes
bank was willing to tolérate. 

The recession and the rise in unemployment had an immediate and 
negativo impact on the equilibrium of government accounts. Amid interna! 
pressures from her own party, Margaret Thatcher was torced to stop 
down, and in late November Major became Prime Minister and Lamont 
Chancellor of the Exchequer. In the last quarter of 1990, GDP at constant 
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prices fell by nearly 1 %, and industrial production by more than 3 %. To 
further complicate matters, the Bundesbank resumed the rises in interest 
rates - suspended since October 6 of the previous year - with a fresh in-
crease in the Lombard rate to 8.5 % on November 2. In the 1991-1992 
budget, Lamont attempted - without success - to restrain the growth in 
the budget déficit and, to this end, explicitly ruled out the use of fiscal 
policy to propel a recovery; he cut spending appreciably, eliminated tax 
relief for housing, and raised the rate of VAT from 15 % to 17.5 % in or-
der to finance the reduction in the controversial poli tax. Germany's Lom
bard rate continued to soar throughout 1991, with increases on February 
1 (to 9 %) and August 16 (to 9.25 % ) , culminating in a record high of 
9.75 % as from December 20, 1991, just when the number of unem-
ployed in the United Kingdom once again crossed the psychological 
threshold of 2.5 million. Meanwhile, the slide in Britain's base rates from 
14 % to 10.5 % between February and September appeared to have no 
substantial impact on economic activity, which remained depressed due 
to the pessimism of expectations and the heavy debt accumulated by 
households in the previous expansionary phase. Moreover, there was in-
creasingly less leeway for further interest rate cuts without jeopardising 
the stability of the pound's exchange rate, which by the end of the year 
was moving dangerously cióse to the lower limit of its fluctuation band in 
theEMS. 

Despite the obvious deterioration in the economy and in public fi-
nances, Major called a general election for April 9, 1992. At the same 
time, Lamont lowered income tax, setting a 20 % rate for the first £2,000 
of income, and he promised that, in the event of an election victory, the 
basic rate would be reduced from 25 % to 20 % during the legislature. 
Against all forecasts, the elections returned the Conservativo Party to 
office, giving Lamont the confidence to lower the basic interest rate to 
10 % on May 5, only one-fourth of a point above the Bundesbank's 
Lombard rate. On June 2 the Danés voted no - by a scant margin - in 
their referendum on ratification of the Treaty on European Union, and f i-
nancial markets became increasingly nervous about the futuro of mone-
tary unión and the sustainability of the exchange rates of several curren-
cies whose fundamentáis were especially weak, as was the case of the 
pound, the lira and the peseta. Major and Lamont tried to neutralise the 
lack of confidence in the pound with increasingly strident declarations of 
their commitment to defending exchange-rate stability at any price. In 
responso to the slowing in economic activity and the widening in the 
budget déficit, they tightened spending controls. And, as the cuts in in
terest rates could not continuo, they sounded out the possibility of the 
pound's participation in a general exchange-rate realignment in the 
EMS, on the condition that the franc/D-Mark rate not be considered un-
movable, by expressing their willingness to accept a devaluation of the 
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pound against the D-Mark. This condition was deemed unreasonable by 
the French, since their inflation was lower than Germany's and their bal
ance of payments was running a surplus. At the Ecofin meeting in Bath 
in early September no agreement was reached on the realignment of 
parities, as the Bundesbank had wanted in order to lower its interest 
rates. Lamont refused to acknowledge that the pound was weak or to in-
clude it with the lira and the peseta in a joint devaluation unless the 
French franc was also devalued, and instead he overwhelmed the Ger
mán representativos with alternativo suggestions and recriminations -
both equally futile - urging a unilateral reduction in Germany's interest 
rates. But the Bundesbank pursued its objectives by other means, and 
on September 16, after Britain's reserves suffered a severo drain of 
some £11 billion, the pound's participation in the EMS was suspended 
indefinitely. 

After the pound's withdrawal from the EMS, British economic policy 
centred on a swift easing in monetary conditions, with aggressive cuts in 
interest rates, and renewed efforts to rein in the budget shortfall, with 
fresh increases in taxes. That autumn Lamont announced, first, that mon
etary policy would focus on an MO target, which he considered a very ap-
propriate yardstick for tracking GDP at current prlces, and, later, that an 
inflation target of 1 % to 4 % would be set for the rest of the legislature, 
although he actually lowered interest rates from 10 % to 6 % between 
September 1992 and January 1993. In fiscal policy, the autumn budget 
(expenditure) was relatively expansionary, with the increases aimed at re-
vitalising industry, housing construction and capital spending to be offset 
by reductions in defence and transport expenditure and a 1.5 % cap on 
the growth in the compensation of general government wage-earners; but 
the budget of spring 1993 (revenue) introduced a notable increase in tax
es, to become effective the following year, by which time the economy 
was - correctly - expected to have recovered. 

This economic policy stance was later maintained oven though Lam
ont was dismissed by Major in the autumn of 1993, an innocent and pro-
pitiatory victim of the failures engendered by earlier economic policios 
that culminated in the pound's withdrawal from the EMS. The budgets of 
his successor, Kenneth Clarke, included a very sharp increase in the tax 
burden, in the región of 3 % of GDP (ex ante), and a cut in spending of 
approximately 1.3 % in real terms in order to restore the health of public 
finances and return to budget equilibrium by the end of the decade. Mon
etary policy continued to focus on controlling inflation, while the Bank of 
England had increasingly greater independence to implement changos in 
interest rates, although its decisions still ultimately depend on the Chan-
cellor of the Exchequer. 
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VIII.2. Revenue, expenditure and balance of government accounts 

Between 1960 and the early eighties the levéis of government rev
enue and expenditure as percentages of GDP in Britain underwent vari-
ous stages of expansión and contraction, against a backdrop of upward 
trends, which were later reversed, as shown in the left-hand column of 
Chart VIII.1. After the parallel slide in revenue and expenditure as per
centages of GDP between 1960 and 1964, revenue recorded its fastest 
growth rate in the second half of the sixties, while expenditure continued 
to grow strongly until 1975, leading to a budget déficit of nearly 5 % of 
GDP. In the next ten years government revenue and expenditure once 
again moved on a parallel course, with their weight in GDP declining until 
1978-1979 and then rising again during the 1980-1981 recession. As a 
result, the budget shortfall remained relatively constant at 3 % to 5 % of 
GDP until 1984. In the phase of robust economic growth in the British 
economy between 1985 and 1989, the share of public spending in GDP 
fell to the same level as in the early seventies, whereas the pressure ex-
erted by revenue on GDP, which had already begun to slide as from 
1982, continued to decline very slowly until 1992. Government accounts, 
which in 1984 ran a déficit of 4 % in terms of GDP, were balanced in 
1988-1989 thanks to the swifter downward correction in expenditure than 
in revenue. The recession in the British economy in the early nineties, 
however, had a strongly upward impact on the level of public spending, 
equal to five percentage points of GDP, and this, coupled with a drop of 
more than two points in the tax burden, raised the general government 
déficit to slightly less than 8 % of GDP in 1993. In the following two years 
this disequilibrium was reduced, reaching less than 6 % of GDP in 1995, 
due to the rise of two percentage points in revenue and the stabilisation 
in expenditure. 

The stabilising effects of Britain's fiscal policy have increased appre-
ciably since the early nineties, in contrast with previously very insignifi-
cant effects, when the stabilising influence of expenditure was almost en-
tirely offset by the negativo cyclical sensitivity of revenue. The estimates 
of the cyclical sensitivity of revenue, expenditure and the balance of gov
ernment accounts in the period 1961-1995 are presented in Table VIII.1. 
On average in this period, revenue exerted a clearly destabilising influ
ence (-0.27), as evidenced in the generally counter-cyclical adjustments 
of the changos in their weight as a percentage of GDP, shown in the up-
per right-hand part of Chart VI 11.1 (readers are referred to the last section 
of Chapter I for the conventions used in the charts). The destabilising ef-
fect of revenue was, however, more than offset by the equally counter-
cyclical adjustments (-0.39) in total expenditure, and accordingly the bal
ance of both had a weak stabilising effect not significantly different from 
zero. The low correlation coefficients estimated for these aggregate vari-

130 



TABLE VIII.1 

BRITAIN (1961-1995) 
CYCLICAL SENSITIVITY OF GOVERNMENT REVENUE AND EXPENDITURE 

Annual change as a percentage of GDP 

Avera9e f e v l S Sensitivity f DW 

Total revenue 0.07 1.34 -0.27 2.68 1.03 0.15 
Total expenditure 0.21 1.57 -0.39 3.52 1.34 0.25 
Net lending (+) or 

net borrowing (-) -0.14 1.31 0.12 1.12 1.62 0.01 

MEMORANDUM ITEM: 
Real GDP (rate) 2.31 2.13 _ _ _ _ 

ables indícate that, in the period as a whole, their short-term fluctuations 
as percentages of GDP were virtually independent of the economy's 
cyclical position. 

Nonetheless, for an analysis of Britain's fiscal poiicy, the period 1961-
1995 cannot be considered homogeneous. The recursive estimates show 
that the coefficient of the cyclical sensitivity of general government net 
lending {+) or net borrowing (-) was somewhat negativo until 1989, that 
the coefficient of revenue remained relatively stable until then, fluctuating 
around -0 .4 , and that the coefficient of expenditure moved gradually clos-
er to zero until the late seventies, distancing itself thereafter. The Chow 
test was used to find the most appropriate break in the sample period for 
characterising the change in the stabilising effects of British fiscal poiicy. 
The associated probabilities show that, as from the late seventies, it can 
be accepted with less than 10 % probability of error that a structural 
break exists in the series on general government net lending (+) or net 
borrowing (-), while this probability is less than 2 % as from the year 
1982 and less than 1 % as from 1983. As revenue did not cease to have 
a destabilising effect until the early nineties, the greater the number of pre-
vious years included in the sample period, the lesser the estimated cyclical 
sensitivity of general government net lending (+) or net borrowing (-). 
However, the period chosen for the estimates should be sufficiently long 
to ensure that the majority of the series studied are reasonably stationary. 
Taking all these considerations into account, the years 1982-1995 were 
chosen as the period for the estimation. 

As in the analyses of the other countries, the accompanying tables 
present the estimates for the variables' cyclical sensitivity in the more re
cent period, and their differences with respect to the previous period are 
discussed in the text. Table VIII.2 gives these estimates for revenue, ex-
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CHART VIII.1 

BRITAIN 
REVENUE, EXPENDITURE AND BALANCE OF GOVERNMENT ACCOUNTS 

TOTAL GOVERNMENT R E V E N U E 
% of GDP % 

6 

TOTAL GOVERNMENT EXPENDITURE 

R E A L GROWTH AND 
B A L A N C E O F GOVERNMENT ACCOUNTS 

60 65 70 75 80 85 90 95 60 65 70 75 80 85 90 

Source: European Commission. Figures for 1996 and 1997 are forecasts estimated by the Commis-
sion's Technical Services. 
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TABLE VI1I.2 

BRITAIN (1982-1995) 
CYCLICAL SENSITIVITY OF GOVERNMENT REVENUE AND EXPENDITURE 

Annual change as a percentage of GDP 

Average Sensitivity t DW 

Total revenue -0.26 0.77 -0.02 0.16 1.10 0.00 
Total expenditure -0.14 1.27 -0.50 4.78 2.44 0.63 
Net lending (+) or 

net borrowing (-) -0.12 1.47 0.48 3.19 2.03 0.41 

MEMORANDUM ITEM: 
Real GDP (rate) 2.45 2.06 _ _ _ _ 

penditure and general government net lending (+) or net borrowing (-) in 
the years 1982-1995. The average cyclical sensitivity of revenue in this 
period was ni!, although the coefficient is not stable, with its recursive es
tímate producing a valué significantly less than zero to 1990. By contrast, 
the cyclical sensitivity of expenditure in this period remained stable at 
around -0 .5 , with a standard deviation of 0.1 and a high correlation with 
the fluctuatlons in economic growth (0.63). Consequently, it can be said 
that, until the early nineties, British fiscal policy tended to have a fairly 
destabilising bias, with the cyclical sensitivity of the balance of govern
ment accounts not significantly different from zero, whereas in later years 
the counter-cyclical adjustments in expenditure continued to exert a sig-
nificant stabilising effect, which was no ionger offset by the negativo cycli
cal sensitivity of revenue. 

VIII.3. Stabilising effects of disposable income 

The stabilising effects of fiscal policy on aggregate expenditure are 
transmitted, on the one hand, through the influence of the general gov
ernment sector's income redistribution operations on private-sector 
spending decisions (consumption and investment) and, on the other, di-
rectly through the demand for goods and services for government con
sumption and investment. The trends and fluctuatlons in gross national 
disposable income and in the gross disposable income of general gov
ernment and the prívate sector are shown in Chart VIII.2. National income 
as a percentage of GDP slid by less than two percentage points as from 
1960. Between 1974 and 1978 it fell by one percentage point and be-
tween 1986 and 1990 by slightly more than one point, later recovering 
between 1990 and 1994 to the level of around 99 % of GDP. By contrast, 
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CHART VIII.2 

BRITAIN 
GROSS NATIONAL DISPOSABLE INCOME AND BREAKDOWN BY SECTOR 
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its distribution by public and prívate sectors underwent a sharp change 
- some seven percentage points of GDP - between 1964 and 1970, 
which was partly reversed during the first three years of the seventies. In 
later years the breakdown of gross national disposable income by sector 
fluctuated around a fairly stable trend. Between 1986 and 1990 the slide 
in private-sector disposable income was very notable and, though partly 
due to the increase in general government income, it is also partly ex-
plained by the servicing of the external debt accumulated in these years. 
In the early nineties the recession was reflected in a new and pronounced 
drop in the share of the general government sector in national income by 
nearly six percentage points of GDP in favour of the prívate sector, 
whose return to financial soundness was also reflected in the rise in na
tional income as a percentage of GDP. The economy's recovery as from 
1993 partly reversed the income redistribution effects of earlier years, 
and the share of general government in national income has slowly re-
covered in the past few years. 

As a result of the relativo stability of national income as a percentage 
of GDP, the fluctuations in its breakdown by sector are purely comple-
mentary, and thus the estimated cyclical sensitivities of general govern
ment and private-sector gross disposable income have opposite signs 
and roughly the same magnitude. From the early sixties to the late eight-
ies, the fluctuations in the gross disposable income of general govern
ment as a percentage of GDP tended to be fairly counter-cyclical, and 
those in private-sector gross disposable income therefore tended to be 
pro-cyclical. This means that, until very recently, British fiscal policy had 
destabilising effects on the gross disposable income of the prívate sector 
via general government current transfers and revenue. When 1982 is tak-
en as the sample's cut-off year, the cyclical sensitivity coefficient of gen
eral government gross disposable income for the second period (see 
Table VIII.3) is positivo and marginally significant, in contrast with the re
sult obtained for the first period, where the coefficient is negativo (-0.24) 
and also marginally significant (t-ratio of 2.05 and R| of 0.14). The recur-
sive estimates indícate that current transfers always had a stabilising ef-
fect on private-sector gross disposable income and that the change in the 
cyclical sensitivity of the current revenue and gross disposable income of 
the general government sector did not occur until 1990. 

Notable on the current revenue sido is the large share of taxes on 
production and imports, compared with the lower relative importance of 
social security contributions (see Chart VIII.3). Indirect taxes now repre-
sent 16 % of GDP, having fluctuated around this figure for the past 15 
years. Current taxes on income and wealth recorded more frequent fluc
tuations around a rising trend until 1975, trending mildly downwards in 
the following period. Social security contributions never exceeded an up-
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CHART VIII.3 
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per limit of 7 % of GDP, with their relative weight rising by three percent-
age points between 1960 and the mid-eighties and then slightly declining 
thereafter. The trends in other current revenue items were similar, with 
the rise in their relative weight to 1982 followed by a smaller share, large-
|y due to privatisations, the current level being around 2 %. 

Taxes on production and imports always showed a destabilising ef-
fect, albeit fairly insignificant and unsystematic. Current taxes on income 
and wealth were the variables with the greatest destabilising cyclical sen-
sitivity until 1990. The estimated coefficient for the period 1961-1990 
(-0.19) is significantly different from zero and its correlation with econom-
ic growth is appreciable (0.3). The recursive estímate reveáis that the 
destabilising influence of these taxes was more pronounced in the sixties 
and seventies and then remained constant in the eighties. On average in 
the period 1982-1995, the cyclical sensitivity of current taxes on income 
and wealth was positive (see Table Vil 1.3), although the estimated coeffi
cient (0.06) is not significant and its correlation with growth is nil. The es
timated cyclical sensitivity of social security contributions was also desta
bilising in the period 1961-1985 but this effect has since abated. The 
magnitude of these effects was always insignificant, only natural given 
the small relative weight in GDP of this government revenue caption. All 
other current revenue items exerted a very homogeneous and weak 
destabilising influence over the entire period studied here. 

Current transfers expanded notably between 1970 and the mid-eight
ies, climbing from 12 % to 13 % of GDP in the early sixties to nearly 21 % 
in 1985. In the second half of the eighties this figure deciined to 16 %, 
while in later years, partly due to the recession in Britain, their weight in 
GDP rose by some three percentage points and now stands at around 
19.5 %. In the trend and cyclical fluctuations of the main current transfers 
paid by general government in Britain, welfare benefits played a dominant 
role. As seen in Chart VIII.4, current transfers grew by eight percentage 
points of GDP between 1960 and the mid-eighties, and the growth in wel
fare benefits accounted for nearly seven of these. Later the reduction in 
the weight of welfare benefits and interest payments in GDP in the sec
ond half of the eighties also affected the course of current transfers in this 
period. With the recession in the early nineties, a reverse - upward this 
time - cyclical adjustment occurred in the share of welfare benefits, the 
déficit and interest payments in GDP. By contrast the behaviour of pro
duction subsidies and other current transfers was relatively independent 
of the economic cycle. The weight of production subsidies, after increas-
ing by nearly two percentage points of GDP in 1974, gradually deciined, 
to 1 % of GDP at present. Other current transfers generally fluctuated in a 
very narrow range of less than one percentage point of GDP. Current 
transfers on the whole had stabilising effects on the fluctuations in pri-
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CHART VIII.4 

BRITAIN 
GENERAL GOVERNMENT CURRENT TRANSFERS 

W E L F A R E B E N E F I T S 

% of GDP % 

6 

4 

2 

0 

-2 

- 4 

PRODUCTION SUBSID IES 

E F F E C T I V E I N T E R E S ! PAYMENTS 

OTHER C U R R E N T T R A N S F E R S 

6 
4 

2 

60 65 70 75 80 85 90 95 60 65 70 75 80 85 90 

Source: European Commission. Figures for 1996 and 1997 are forecasts estimated by the Commis-
sion's Technical Services. 

138 



TABLE VIII.3 

BRITAIN (1982-1995) 
STABILISING EFFECTS OF DISPOSABLE INCOME 

Annual change as a percentage of GDP 

Average f ™ ^ n SensItMty t DW 

GENERAL GOVERNMENT: 
Current revenue -0.26 0.77 -0.02 0.16 1.10 0.00 

Taxes on production 
and imports -0.03 0.33 -0.04 0.81 2.03 0.00 

Income taxes -0.08 0.57 0.04 0.56 1.30 0.00 
Social security contributions .. 0.01 0.16 0.00 0.00 1.22 0.00 
Other revenue -0.16 0.23 -0.02 0.79 2.47 0.00 

Current transfers -0.02 0.92 -0.30 3.07 1.11 0.39 
Welfare benefits 0.15 0.72 -0.29 5.04 0.98 0.65 
Subsidies -0.11 0.18 -0.03 1.36 1.77 0.06 
Interest payments -0.09 0.29 0.01 0.23 1.08 0.00 
Other transfers 0.03 0.30 0.01 0.34 3.07 0.00 

Groas disposable income -0.24 1.13 0.28 2.04 1.22 0.20 

OTHER SECTORS: 
Gross disposable income 0.20 1.34 -0.34 2.15 1.19 0.22 

NATIONAL ECONOMY: 
Gross disposable income -0.04 0.41 -0.06 1.22 2.32 0.04 

MEMORANDUM ITEM: 
Real GDP (rate) 2.45 2.06 _ _ _ _ 

vate-sector gross disposable income, which have become more intense 
in more recent years as a result of the greater cyclical sensitivity of wel
fare benefits. 

The estimated cyclical sensitivity of welfare benefits on average in the 
period 1982-1995 was -0.29, with a standard deviation of 0.06 and a cor-
relation of 0.65 with the real growth of the British economy. The recursive 
estimates show that the coefficient held quite stable around the estimated 
valué. The positivo correlation of the first- (0.45) and third-order (-0.35) 
residuals in this regression is corrected by introducing AR(1) and AR(3) 
terms, and the resulting estimated valué is -0.24, raising the correlation 
to 0.74. By contrast, for the period 1961-1981, the estimated cyclical sen
sitivity of welfare benefits (-0.1) is lower (in absoluto terms), with a stan
dard deviation of 0.03 and a correlation of 0.3 with economic growth. It 
can therefore be concluded that welfare benefits were the redistribution 
operation that had the most significant and systematic stabilising effect 
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on private-sector gross disposable income, especially in more recent 
years. The other current transfers paid by general government had no 
significant cyclical sensitivity or any appreciable correlation with econom-
ic growth. Production subsidies exerted a certain stabilising effect, albeit 
not very significant or systematic in the sample period as a whole. The in-
terest burden of public debt in Britain and other current transfers reflected 
no clearly defined cyclical sensitivity, and their fluctuations as a percent-
age of GDP were totally independent of the economy's cyclical position. 

VIII.4. Stabilising effects of nominal expenditure and real demand 

The cyclical sensitivities of the components of nominal expenditure 
and real demand in the years 1982-1995 are shown in Table VIII.4, 
where the weak stabilising influence of national consumption on aggre-
gate demand stands out in particular. The reason lies in the fairly desta-
bilising - statistically insignificant - effect estimated for prívate consump
tion, at both current and constant prices. However, these coefficients 
have not remained stable since the sixties. The estimated valué at con
stant prices on average in the period 1961-1981 is negativo (stabilising), 
but not significantly different from zero, while the correlation with the real 
growth of the British economy is nil. The recursive estimates of the coeffi-
cient reveal that the cyclical sensitivity of prívate consumption was nega
tivo until the mid-eighties, but, as new observations are added to the 
sample period, the coefficient's estimated valué gradually approaches 
zero. Government consumption, by contrast, exerted a stabilising effect 
of notable magnitude and very systematic in recent decades, at both con
stant and current prices. The estimated cyclical sensitivity coefficient is 
practically the same in both cases (-0.23) and has remained quite stable 
since the sixties. The correlation with economic growth (around 0.8) is 
very high. It can thus be said that the counter-cyclical adjustments of the 
relativo weight of government consumption in GDP in Britain have acted 
as a powerful stabiliser of nominal expenditure and real demand, with a 
very systematic impact, which is evidenced in the high degree of confor-
mity of this variable's fluctuations with those of economic growth (see 
Chart VIII.5). 

The trends and fluctuations in gross national saving and the relativo 
contributions of the prívate sector and general government, as percent-
ages of GDP, are shown in Chart VIII.6. Here it is worth highlighting, first 
of all, the significant slide in the national savings ratio obsorved since the 
late seventies and, second, the persistence of negativo valúes in govern
ment saving during the past 20 years, except in the period 1987-1991. 
The two phenomena appeared to be linked, and have signified a notable 

140 



TABLE VIII.4 

BRITAIN (1982-1995) 
CHANCES IN THE BREAKDOWN OF NOMINAL EXPENDITURE AND REAL DEMAND 

Annual change as a percentage of CDP 

Avera9e ¿̂gdn SensitMty DW 

National consumption. 
Prívate 
Government 

Gross national saving. 
Prívate 
Government 

National investment. 
Prívate 
Government 

National saving/investment 
balancel (1 +2 = 3 - 4 + 5). 
1. Prívate 

Government 
Exports 
Imports 
Income and transiere .. 

0.22 
0.27 

-0.05 

-0.26 
-0.07 
-0.19 

0.05 
0.05 
0.00 

-0.30 
-0.12 
-0.19 
0.11 
0.38 

-0.04 

REAL DEMAND (a) 
Prívate consumption 0.27 
Government consumption . . . . -0.26 
Gross capital formatíon 0.22 
Exports 0.42 
Imports 0.65 

MEMORANDUM ITEM: 
Real GDP (rate) 2.45 

0.80 
0.59 
0.52 

0.65 
1.32 
1.43 

1.30 
1.37 
0.27 

1.20 
2.31 
1.47 
1.47 
1.42 
0.41 

0.57 
0.50 
1.09 
0.66 
0.79 

2.06 

-0.17 
0.05 

-0.22 

0.11 
-0.40 
0.50 

0.51 
0.52 

-0.02 

-0.40 
-0.92 

0.52 
-0.20 

0.13 
-0.06 

0.13 
-0.23 
0.34 

-0.14 

1.70 
0.62 
6.08 

1.24 
2.70 
3.60 

4.62 
4.46 
0.50 

3.25 
4.95 
3.66 
1.01 
0.69 
1.22 

1.77 
8.78 
2.90 
1.67 

0.10 0.95 

2.72 
2.75 
2.39 

1.96 
1.39 
1.37 

1.77 
1.87 
2.11 

2.19 
1.75 
1.71 
1.78 
1.73 
2.32 

1.71 
2.12 
1.62 
1.72 
2.70 

0.13 
0.00 
0.73 

0.04 
0.33 
0.48 

0.61 
0.59 
0.00 

0.42 
0.64 
0.49 
0.00 
0.00 
0.04 

0.14 
0.85 
0.36 
0.12 
0.00 

Source: Annual change in variables at constant prices, as percentage of GDP at constant prlces. 

constraint for the British economy, sharply increasing its dependence on 
externa! sources to finance its gross capital formation. The origin of this 
decrease in national saving as a percentage of GDP and the disequilibri-
um in public finances lies in the expansionary fiscal policios carried out in 
the first half of the seventies. After becoming negativo in 1976 for the first 
time, government saving stabilised at slightly negativo figures in terms of 
GDP between 1978 and 1987, i.e. in this period the general government 
sector absorbed part of the prívate sector's saving to finance expenditure 
on collective consumption. In these ten years the gross saving of the prí
vate sector as a percentage of GDP and the national savings ratio contin-
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CHART VIII.5 
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CHART VII1.6 

BRITAIN 
GROSS NATIONAL SAVING AND BREAKDOWN BY SECTOR 
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ued to fair. Only in 1987 and onwards, thanks to the earlier rebound in 
economic activity, did general government saving return to positive fig
ures. The recovery in government saving at the end of the eighties was, 
however, accompanied by a faster fall in private saving, and thus the 
trend reduction in the national savings ratio was not affected, but instead 
continued until the recession touched bottom in 1992. In recent years the 
recovery in economic activity appears to be generating a sustained rise in 
Britain's savings ratio, due to the gradual improvement in public finances 
- still not enough to elimínate the dissaving that occurred again in the last 
recession - and to the more modérate decline in private-sector saving. 

The national savings ratio generally fluctuated pro-cyclically through-
out the period 1961-1995, although the magnitude of its sensitivity gradu-
ally tapered off, because the lower sensitivity of private saving - becom-
ing negativo in the final years of the sample - was not entirely offset by 
the rise in the cyclical sensitivity of government saving. The recursive es-
timates of the cyclical sensitivity coefficient of gross national saving in the 
years 1961-1981 show a valué ranging between 0.45 and 0.25, averag-
ing 0.32 for the period, with a standard deviation of 0.09 and a 0.33 corre-
lation with growth. By contrast, the estimated valué for the years 1982-
1995 is not significantly different from zero at an 80 % confidence level, 
and the correlation with growth is nil. It can be concluded that, for the 
British economy as a whole, the trend increase in terms of GDP and the 
less stabilising behaviour of private and national consumption observed 
since the late seventies have signified a greater dependence on external 
saving to finance both the previously higher level of gross national capital 
formation and its fluctuations in the short run. 

General government gross saving showed no clearly defined cyclical 
sensitivity in the period 1961-1981, because the deviations in the sector's 
g^oss disposable income in a counter-cyclical direction and with destabil-
ising effects were offset by nearly the same degree of pro-cyclical fluctua
tions and stabilising effects of government consumption. In more recent 
years the structural chango in general government current revenue ex-
plains the increase in the estimated cyclical sensitivity of government 
saving on average in the period 1982-1995, with a coefficient of 0.50 and 
a correlation of 0.48 with growth. The recursive estimates of this coeffi
cient show that until 1991 this cyclical sensitivity was not significantly dif
ferent from zero. The cyclical sensitivity of private-sector gross saving 
has a downward profile. The valué of its estimated coefficient on average 
for the years 1961-1981 is 0.36, with a standard deviation of 0.1 and a 
correlation of 0.36 with economic growth, while the recursive estimates 
indícate that this coefficient was 0.6 in the mid-sixties and that it stabilised 
at somewhat less than 0.4 as from 1975, recording fresh falls in 1986-
1987 and in 1991-1992. On average in the period 1982-1995, the esti-
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CHART VIII.7 
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mated cyclical sensitivity is -0 .4 , with a standard deviation of 0.15 and a 
0.33 correlation with growth. Chart VIII.6 shows the complementary na-
ture of the fluctuations in prívate and government saving in the second 
period. 

Gross national capital formation at current prices in the British econo-
my, which had declined to nearly 17 % of GDP in 1962, held at around 
20 % of GDP between 1964 and 1979, with a temporary increase in 
1973-1974. In the years 1980-1981 it fell by nearly five percentage 
points, this being the most striking feature of the recession in Britain at 
the time. The subsequent recovery lasted until 1989, with a pause in 
1984-1986, rising to levéis comparable with the peak reached in the sev-
enties, but the new recession which aróse in the early nineties again re-
duced the investment rate to somewhat more than 15 % in 1993. The re
covery in recent years has been characterised by greater slowness than 
in earlier uptums, with relatively weak increases in prívate investment and 
a continued loss in the weight of government investment. As shown in 
Chart VIII.7, the behaviour of prívate investment predominates in both the 
trend and cyclical fluctuations in gross national capital formation. By con-
trast, government investment trended much more smoothly throughout 
the period studied here. Its relativo weight in GDP rose until 1968 and 
then fluctuated around 4.5 % of GDP until the mid-seventies, although it 
then fell substantially in the second half, stabilising between 1.4 % and 
2 .3%of GDP as from 1981. 

Prívate investment has played the same destabilising or revitalising 
role in Britain's gross national capital formation and aggregate demand as 
in other economies. The estimated cyclical sensitivity of gross national 
capital formation on average in the period 1982-1995 is 0.51, with a stan
dard deviation of 0.11 and a cióse correlation (0.61) with the economy's 
cyclical position. In the years 1961-1981 the estimated valué (0.60) is not 
statistically different from the aforementioned one, and the recursive esti-
mates of the cyclical sensitivity coefficient show that its valué was some
what higher in the early seventies, stabilising at around 0.6 as from 1975. 
When the variables are measured at constant prices, the coefficient of 
cyclical sensitivity of gross national capital formation estimated recursive-
ly tended to decline during the sample period. On average in the period 
1961-1995 its estimated cyclical sensitivity is 0.44, with a standard devia
tion of 0.06 and a correlation of 0.59 with growth. However, the estimated 
valúes for the years 1982-1995, presented in Table VIII.4, are somewhat 
lower and less significant, due to the decrease in the cyclical sensitivity of 
government investment. 

The cyclical sensitivity of government investment in the period 1961-
1995 is estimated at 0.06, which is significantly more than zero at a confi-
dence level of 95 %, although its correlation with growth (0.09) is low. 
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The coefficient's recursive estímate indicates a valué of around 0.1 to the 
mid-eighties. On average in the years 1982-1995, the cyclical sensitivity 
of government investment was not significantly different from zero and its 
correlation with growth was nil. It can therefore be concluded that until the 
early eighties general government investment tended to have fairly desta-
bilising effects, which have since disappeared. In turn, the cyclical sensi
tivity of prívate investment in Britain was slightly more than 0.5 in the 
sample period as a whole, with a standard deviation of 0.1 and 0.66 cor
relation with growth. The recursive estimates of the coefficient held stable 
as from the mid-seventies. 

It is worth highlighting the implications of the chango in the stabilising 
effects of fiscal policy geared towards income redistribution, as well as 
the persistence of the cyclical insensitivity of prívate consumption, with 
respect to the prívate sector's financíal dependence amid the fluctuations 
in its investment expenditure. Until the mid-eighties, the counter-cyclical 
deviations of general government gross disposable income and the 
somewhat pro-cyclical deviations of national income were associated with 
the pro-cyclical fluctuations of private-sector gross disposable income. As 
the fluctuations in prívate consumption expenditure did not follow a very 
systematic pattern, the sector's saving underwent the same pro-cyclical 
fluctuations as its income, as seen in Chart VIII.6, and this allowed a 
greater degree of "self-financing" of the prívate sector's - very pro-cyclical 
- investment expenditure from its own saving. 

In the next period, the changos in the gross disposable income of the 
prívate sector became counter-cyclical as a result of the increasingly less 
destabilising effects exerted by general government current revenue. In 
these new circumstances, when real GDP growth deviated from its aver
age by one percentage point, private-sector gross disposable income un
derwent a deviation of 0.34 percentage points of GDP in the opposite di-
rection to the deviation in growth. Prívate consumption expenditure, 
however, stíll did not systematícally adjust to the fluctuations in real GDP, 
and therefore the prívate sector's gross saving reflected the same 
counter-cyclical fluctuations as its income (see Chart VIII.6). Given that 
private-sector investment expenditure continued to undergo intensely 
pro-cyclical fluctuations, in this second period there was a notable in-
crease in the prívate sector's dependence on the saving of other sectors 
to finance its investment expenditure. 

The saving/investment balances of the national economy and of the 
prívate and public sectors, as percentages of GDP, are shown in Chart 
VIII.8. The general government saving/investment balance ran a déficit in 
the fifties and sixties, but was then brought inte balance by the restrictivo 
fiscal policy applied by the Labour government of Harold Wilson after the 
pound's devaluation in November 1967. In 1970, when the Conservativo 
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Party won the general elections in June, there was a substantial surplus, 
which most analysts considered inappropriate under the circumsíances. 
In subsequent years the stance of economic, fiscal and monetary policy 
became openly expansionary, which was presumed to be feasible thanks 
to the greater margin afforded by a floating exchange rate to prevent a 
bottleneck in the external sector and which had given rise to the stop-go 
policies in the preceding decades of fixed exchange rates. The deteriora-
tion in the budget balance was fast and intense. In 1976 the government 
saving/investment balance was negativo by an amount that exceeded 
4 % of GDP, compared with a surplus of more than 3 % in the early part 
of the decade. This disequilibrium saw no substantial correction until the 
years 1987-1988, but it emerged once again due to the fall in government 
saving associated with the recession of 1990-1992, which caused the 
general government saving/investment balance to reach an unprecedent-
ed figure of nearly - 7 % of GDP in 1993. Since then it has undergone a 
gradual correction. 

Unlike general government, the prívate sector started from a strained 
financial position in the late sixties, but after the 1975 recession it rapidly 
moved to a sound footing, with its level of saving surpassing that of in-
vestment until 1986. However, in the boom years of 1987-1988, this bal
ance deteriorated by more than seven percentage points of GDP: prívate 
saving slid by somewhat more than three percentage points and prívate 
investment rose by nearly four percentage points. When real growth 
slowed down in 1989, the prívate sector's financial position still continued 
to deteriórate, and by the end of the eighties had become extremely frag
üe due to its accumulated indebtedness. Prívate debt reached a very high 
level, as did interest rates. Only after prívate investment plunged in 1990-
1991, reducing its relativo weight in GDP by nearly five percentage points 
and pushing the British economy towards a recession, did the authorities 
react by sharply cutting interest rates following the pound's withdrawal 
from the EMS and allowing a rapid increase in the budget déficit in 1992-
1993; on the other sido of the coin, there was an equally rapid rise in the 
saving/investment surplus in the prívate sector, which returned to its pre-
vious peak levéis. The years 1993-1995 saw a partial reversal of this ten-
dency. 

The British economy's saving/investment balance - from an external 
perspective, the equivalent of the balance of current transactions with the 
rest of the world - worsened sharply in the early seventies, slipping from 
a surplus of 1.8 percentage points of GDP in 1971 to a déficit of nearly 
4.5 % of GDP in 1974, due to the expansionary policy of those years 
made worse by the effects of the rise in oil prices in 1974. The subse
quent easing in this imbalance was quite slow, and only after the devel-
opment of crude production in the North Sea in the late seventies, the in-
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troduction of restrictive policies by the first Thatcher government and the 
recession of 1980-1981 did the balance temporarily return to a surplus 
equal to 2.5 % of GDP in 1981. Nevertheless, Britain's oil resources did 
not allow the sustainment of this positivo balance for long, and the recov-
ery in national demand in 1982-1983 quickly absorbed the earlier surplus, 
restoring equilibrium in current transactions with the rest of the world in 
the years 1984-1985. The fragility of this equilibrium became evident be-
tween 1986 and 1989, when the fast growth in prívate investment could 
not be financed from private-sector saving - on the decline due to the 
lack of cyclical sensitivity of prívate consumption, whose weight in GDP 
did not decrease during the expansión phase - or from government sav
ing - whose recovery only managed to exceed government investment 
requirements in 1988 and 1989; the result was an unprecedented gap be-
tween national saving and investment that exceeded 5 % of GDP in 
1989. First, the slide in prívate investment amid a financial squeeze and, 
later, the recession in domestic demand led to an easing in the déficit in 
current transactions with the rest of the world, which narrowed to around 
2.5 % of GDP in 1991. It has continued to fall albeit more slowly in recent 
years. 

The fragility of the British economy's balance of current transactions 
with the rest of the world - or, in other words, the insufficient sensitivity of 
national saving to react to the fluctuations in national investment - is re-
flected in the coefficient of the cyclical sensitivity of this balance. On aver-
age in the period 1982-1995, the valué of this coefficient is estimated at 
-0 .4 , with a standard deviation of 0.12 and a correlation of 0.42 with eco-
nomic growth (see Table VIII.4). This high coefficient is explained by the 
strong cyclical sensitivity of the prívate sector's saving/ínvestment bal
ance, which decreases by nearly one percentage point of GDP for each 
percentage poínt of íncrease in the real growth rate of the British econo-
my beyond its average in the period, and vice versa. In turn, the cyclical 
sensitivity of the general government saving/investment balance on aver
age in the period 1982-1995 is estimated at 0.52, with a standard devia
tion of 0.14 and a coefficient of determination of 0.49. The recursive esti-
mates indícate that the cycl ical sensit iv i ty of the government 
saving/investment balance has risen notably in the past ten years, almost 
entirely offsetting the contrary effect that the increasingly negativo cyclical 
sensitivity of the prívate sector's saving/investment balance has had on 
the national saving/investment balance. 

From the standpoint of current transactions with the rest of the world, 
the adjustments of exports and imports cover the imbalances between 
national demand and GDP and, together with those of income and net 
transfers abroad, finance the imbalances between national saving and in
vestment. As in other countries, exports and imports are the variables 
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CHART VIII.9 

BRITAIN 
EXPORTS AND IMPORTS OF GOODS AND SERVICES 

E X P O R T S 
% oí GDP V 

60 65 70 75 

Source: European Commission. Figures for 1996 and 1997 are forecasts estimated by the Commis-
sion's Technical Services. 

whose behaviour in terms of GDP differs the most when measured at cur-
rent and at constant prices. The strong rise observed in each variable's 
share of GDP at current prices in the early seventies (see Ghart VIH.9) is, 
above al!, an effect of the chango in their deflators with respect to GDP, 
as is the subsequent downward adjustment. These fluctuations do not ex-
ist in the case of the series of percentages of GDP at constant prices, 
which are characterised by a smoother and more sustained and pro-
nounced trend increase over the entire period, in which both exports and 
imports increased their share of GDP by some 12 percentage points. 

The fluctuations in exports and imports as percentages of GDP, when 
all the variables are measured in current prices, explain the notable 
changos in the deflators of imports and especially in imports in relation to 
the GDP deflator, influenced by the pound's exchange-rate instability and 
by the changos in oil prices in 1973-1974 (though not by the changos as 
from 1978 or in 1986, when Britain was already receiving oil from its 
North Sea operations). 
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Exports at current prices reflected no well defined cyclical sensitivity 
in Britain or any appreciable correlation with economic growth. The esti-
mated coefficient is not significantly different from zero, and the recursive 
estimates show that their valué fluctuated around zero over the entire 
sample period. The cyclical sensitivity of exports at constant prices was 
always negativo, but not significantly different from zero, while the coeffi
cient of correlation with economic growth was very iow, and therefore ex
ports cannot be considered to have had clearly stabilising effects. Imports 
made a positivo contribution to the stability of real GDP, although the esti
mates of their cyclical sensitivity are also quite imprecise. Chart VIII.9 
clearly shows the greater magnitude of the fluctuations of the grey lino 
(current prices) than those of the black lino (constant prices), especially in 
the period 1971-1983. This indicates that the variations in the imports de-
flator in relation to the GDP deflator were of the same type as those 
recorded in the ratio of imports to GDP a constant prices. The cyclical 
sensitivity coefficients of imports at current and at constant prices be-
tween 1961 and 1982 were higher and more significant than in the pre-
ceding period. In the second sub-period, the cyclical sensitivities of im
ports at current and constant prices are not statistically different from zero 
and have no correlation at all with economic growth. Lastly, income and 
net current transfers received from the rest of the world at no time 
showed a well defined sensitivity. 
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IX 

SPAIN 

IX.1. Economic growth and stabilisation policies 

The growth of the Spanish economy and the stance of economic poli
cies developed in the sixties and early seventies were forged by the Sta
bilisation Plan of 1959. In these years the objective was to take advan-
tage of the Ímpetus provided by the reforms of the late f i f t ies to 
strengthen economic growth, but at the same time to preserve the system 
of centralised decision-taking and the government's capacity to intervene 
in shaping growth and redressing the income distribution tensions that 
aróse. The state's attempt to control these processes administratively, as 
a way of lending support and legitimacy to an authoritarian political 
regime and without taking account of market conditions, led to inefficient 
economic development and productivo and institutional structures that 
would later have to be dismantled, after the chango in the political system 
and the restoration of the fundamental freedoms of democracy in a market 
economy. In this period the basic postúlate of economic policy was that, 
on the supply side, Spain could produce anything while renouncing nothing, 
and that all spheres of economic life, from agriculture to industry, from 
employment to the purchasing power of wages and the profitability of 
companies, should be protected through state intervention. On the - reg-
ulated - demand side, the economic policy stance was to give the great-
est possible Ímpetus to the expansión of aggregate demand, until the do-
mestic imbalance ( inf lat ion) and the external imbalance 
(balance-of-payments déficit) stifled the push in demand. The authorities 
then attempted to remedy the resulting bottlenecks by curbing growth 
through direct controls on wages, prices, imports, credit, etc., repeating 
this process over and over again. 

The Spanish economy's structural problems on the supply side were 
a major constraint to growth. The autarky into which the Spanish econo-
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my had withdrawn between the end of the 1936-1939 civil war and 1959 
to achieve economic self-sufficiency produced an industrialisation pro-
cess, based on the principie of import substitution, that failed to consider 
the advantages of the specialisation and International división of labour or 
to take into account the comparative costs. The combination of fanatical 
protectionism and administrative intervention in all realms of economic 
life, with the aim of promoting growth in production, resulted in the con-
solidation of industries that lacked competitivo scale, machinery and mar-
kets, with high costs and low quality that prevented Spanish products 
from entering International markets. The consequences of this stance 
were not only slow growth in production but also, and even more impor-
tant, major inefficiencies in the productivo system, a lack of competition in 
markets and the stagnation of a system of interventions that would later 
have to be dismantled before Spain could take its place in the world 
economy. 

In the early seventies, despite the strong economic growth of the pre-
vious decade, Spain's productivo structure was still marked by great inef-
ficiency. Labour regulations, many of which remained in forcé until the 
mid-nineties, set mínimum conditions and played a double role: first, by 
creating barriers to the entry of rival companies and, second, by defining 
the labour conditions of marginal companies, which allowed non-marginal 
companies with stronger market power to genérate exceptionally high 
earnings thanks to the fact that less efficient companies were taken as 
the yardstick in setting prices and wages. In agriculture, production con-
tinued to have the same composition as in the past, while demand was 
changing rapidly. In industry and services, employment was concentrated 
in small, inefficient companies, owned and run by families, with high costs 
and little self-financing, and, while wages differed little from one sector to 
another, much greater differences existed in the size of companies. As 
this indicates, the employees of largor companies (and of state-owned 
firms in particular) managed to receive part of the extraordinary earnings 
that their greater productivity generated, at the same time imposing entry 
barriers to new, inexperienced workers in the form of mínimum wages by 
job category. As a result, the process of industrialisation and urbanisation 
associated with the expansión in demand led to immediate inflationary 
tensions, risos in food prices, wage increases, higher prices in manufac-
turing industry and services, etc., because of the inelasticity of supply. 
Food imports, aimed at tempering price growth, and the loss of competi-
tiveness of exports were the channels of a widening trade déficit with the 
rest of the world (imports were still very restricted, subject to customs du-
ties and quotas) that was the Achilles' heel of economic growth in Spain. 

As to demand policios, no stabilising measures to speak of were tak
en until the second half of the seventies. Fiscal policy sought to stimulate 
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demand, primarily through investment incentives, while monetary policy 
was entirely subordínate to other direct actions of the public sector and 
therefore was only used in critica! circumstances to curb disequilibria 
in prices and the balance of payments. In fiscal policy it should be under-
scored, first, that, until the tax reform in Spain after the restoration 
of democracy (see E. Fuentes Quintana: "La reforma fiscal democrática", 
Chapter 5 in Las reformas tributarias en España. Teoría, historia y pro
puestas), the shortfall in government revenue was due to the taxation 
principies in forcé, i.e. in the structure of the tax system, the organisation 
of inspections and its deficient workings. The tax structure was based on 
the taxation of expenditure on goods and services, with taxes on income 
and profits relegated to a secondary role. Inspectors had become spe-
cialised and compartmentalised along corporativo lines by type of tax, 
and their Information on tax bases was scant. In its workings the system 
was characterised by a low tax burden, widespread evasión (especially 
serious in the less regressive taxes), a proliferation of exemptions, 
concessions and allowances, and limited and defectivo taxation of un-
earned income. 

On the expenditure side, even though general government budgets 
were formally balanced or even ran a small surplus, this did not mean 
that the public sector's accounts were sound. The general government 
budget did not adequately reflect the total expenditure of the public sec
tor, because independent agencies and firms - which existed in the hun-
dreds - invested heavily and generated large déficits (partly financed by 
the surpluses of social security institutions), in which current expenditure 
may also have played a role to an extent that is hard to determine. The 
development of public enterprise was another important facet of the 
Spanish economy until the mid-seventies, and it was marked by the initial 
objectives set in the period of autarky, namely to promote Spain's recon-
struction and industrialisation by striving for technological self-sufficiency 
and by strengthening national defence industries. The National Instituto 
of Industry (INI) was the main agency of this policy, and while no one 
doubts its role in promoting the industrialisation of a number of sectors, 
its history was marred in several aspects, in particular the lack of eco-
nomic rationale behind many of its investments, deficient infernal man
agement, scant profitability and inflationary financing (see Pablo Martín 
Aceña and Francisco Comín, INI. 50 años de industrialización en Es
paña, Espasa Calpe, Madrid, 1991). 

The first half of the seventies saw the development of the last strong 
growth cycle characteristic of the previous decade, with growth rafes 
reaching more than 8 % in 1972-1973. Although government revenue 
had a mildly destabilising effect in this period, budgetary inertia caused 
the weight of expenditure in GDP to decline during the years of strongest 
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growth, helping to stabilise aggregate expenditure, and thus the adjust-
ment in the budget balance had a cyclical profile, whose origin lies pri-
marily in welfare benefits and government consumption. But, after the at-
tempts to prevent a downturn by absorbing the rise in oil prices through 
cuts in taxes on production and imports, when the recession finally oc-
curred in 1975, the Spanish economy entered a long period of slow 
growth and significant imbalances derived from excessive expansión in 
aggregate demand and inflexibility on the supply side. 

The institutional framework that had become entrenched under Fran-
co's political regime was particularly ill suited to cope with the supply 
shocks produced by the rises in oil prices in late 1973 and again in 1979-
1981. A transformation of the productivo system and institutions was 
needed in order to make the economy more flexible, to improve competi-
tion and to achieve a more efficient allocation of resources as a way of 
ensuring continued growth, the elimination of bottlenecks in the external 
sector and the ability to compete on increasingly integrated international 
markets. This would require profound changos on all fronts, particularly in 
the área of administrativo regulations and intervention in factor markets 
(especially labour) and goods and services markets (especially financial 
markets), in the scale and structure of the public corporate sector, and in 
fiscal and monetary policios. The restructuring of the Spanish economy 
advanced very slowly, as the proposed adjustments and reorganisation 
met with strong resistance in society, and the process was characterised 
by a gradualist and unhurried approach to the reform of the previous insti
tutions (including tax reforms, which were left incompleto, and the reform 
of the labour market where, far from advancing towards the necessary 
flexibility and efficiency, additional rigidities and segmentation were intro-
duced), by the important role played by budgetary policy, which created a 
large budget déficit in a very short time, and by the subordination of mon
etary policy and the financial system to the financing requirements linked 
to this déficit. 

From 1975 to 1985, GDP per capita in Spain declined with respect to 
the EC average by three-fourths of the advance made in the previous 
decade, falling below 70 % of this benchmark European average. The 
process of restructuring the productivo system was slow and costly, es
pecially in the sectors dominated by state-owned companies. Among oth-
er reasons, this was due to: the use of these companies to sustain em-
ployment and income in certain sectors and regions and to socialise the 
losses of prívate companies; the groater need for personnel adjustments 
at state companies; the strong trade unión presence at these firms, and, 
in sum, the conflicting responsibilities of the political bodies in charge of 
their management. 
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The emergence of Spain's budget déficit is linked to the decline in the 
trend growth of real GDP as from 1975. The growing weight of govern-
ment spending, especially on income redistribution, and the pronounced 
rise in the tax burden, which nonetheless was not enough to balance the 
budget, are partly the cause and partly the consequence of this fall in the 
average growth of the Spanish economy between 1975 and 1985. In ex-
amining the changos in the composition of government expenditure over 
the past 25 years, we find that the source of the budget déficit that accu-
mulated between 1975 and 1985 was the escalation in transfers during 
this period, consisting of two different stages: to 1979, marked by a pro
nounced increase of one percentage point of GDP per year, which the 
growth in the tax burden was hardiy able to finance; and 1979 to 1985, 
when this increase quickened to a swifter average rate of 1.2 percentage 
points of GDP each year. 

The central role of budgetary policy during the decade of restructuring 
is explained by the explosión in government spending, which grew much 
faster in Spain between 1975 and 1985 than in the other OECD coun-
tries, exceeding the surge in government revenue that aiso occurred in 
this period and thus producing a large budget déficit, which reached near-
ly 7 % of GDP in 1985, compared with the budget equilibrium that pre-
vailed until 1975. The factors that most fuelled government spending (see 
La política monetaria y la inflación en España, Ghapter 5) were: a) the 
prolonged slackness in economic activity; b) the swift expansión of social 
security benefits and public services characteristic of the welfare state 
(pensions, unemployment benefits, education and health); c) the increas-
ingly orthodox financing of the budget déficit, albeit with an occasional 
step backwards, that substantially increased the interest charges in the 
budget; d) the subsidies and transfers of capital to troubled companies, 
not only to cover their current losses but also those accumulated due to 
the delay in their restructuring, and e) the decentralisation of expenditure 
derived from the chango in the state's political structure towards the de-
velopment of regional governments, which in many cases signified the 
duplication of functions. 

On the revenue side, the tax reform of 1978 is an example of the 
gradualism and incompleteness that marked the changos during this peri
od. The new tax system, whose technical foundations had been maturing 
for some time, consisted of "three basic taxes: a general tax on personal 
income, a general tax on corporate income, and a sales tax based on the 
criterion of value-added. These basic taxes would be served by a control 
group consisting of taxes on inheritance and net worth, whose purpose 
would be to complete the tax table and make its application easier by 
closing the loopholes in general taxes, while at the same time making 
them more progressive. Finally, the system would be rounded off with 
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other, less important taxes (on certain specific consumer Ítems and 
stamps duty)" (see Fuentes, op. c i t , p. 470). The tax reform began with 
the preliminary measures adopted in 1977 and with the new taxes on per
sonal and corporate income introduced in 1978, but neither the tax ad-
ministrat ion ñor the management and inspection procedures were 
changed, and the reform process soon came to a halt, without completing 
the tax table that had been designed and without correcting the defects 
observed in the application of the new taxes. 

The ongoing deterioration in public finances between 1975 and 1985 
was accompanied by frequent changos in the stance of short-term bud-
getary policy, which alternated expansionary measures (in 1977, 1982 
and 1985) with efforts of a contrary sign in an attempt to restrain the in-
crease in the budget déficit (in 1978 and 1983). But the origin of the 
slackness in productivo activity in Spain did not lie in insufficient aggre-
gate demand or in its instability, but instead was to be found in inefficient 
regulations and the lack of market competition, which created rigidities in 
aggregate supply. This, combined with excessive expansión in nominal 
demand (spurred by the growth in government spending), fuelled inflation 
and the budget and external déficits, limiting the growth possibilities of 
real GDP and employment. 

As from 1986 the Spanish economy entered a phase of intense ex
pansión, reflecting several earlier developments: the slow process of cor
porate restructuring, whose reverse sido was the loss of more than two 
million jobs over the ten previous years; the introduction of more lenient 
regulations on temporary contracts and the cuts in social security contri-
butions in 1983 and 1984 that gave stronger Ímpetus to the labour mar
ket; fiscal expansión and the investment incentives introduced in 1985; 
the greater competition in various sectors derived from Spain's entry inte 
the EC, and the fall in oil prices in 1986. This boom was to last five years, 
and was marked by high, albeit declining, growth rates of real GDP. In 
the second half of the eighties, Spain made considerable progress in its 
convergence with the levéis of income and well-being that prevailed in 
the more prosperous European countries. Nonetheless, the changos in 
market regulations and in budget and monetary policios necessary for the 
consolidation of this convergence lacked sufficient breadth and infernal 
coherence, giving riso to contradictions within the institutional framework 
and tensions between one economic policy and another. In the labour 
market, a contradiction aróse between the possibilities provided by tem
porary contracts, broadened in 1984 to promote job creation, and the 
rigidity of fixed employment stemming from high dismissal costs and the 
complex structure of mínimum wages based on job category. In the 
goods and servíces markets, the exposure of índustry to external compe
tition and the lack of competition in services also created contradictions. 
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In economic policies there was a lingering conflict between a budget poli-
cy of strong growth in government expenditure and a monetary policy in 
charge of preserving macroeconomic stability single-handedly. 

On the revenue side, in addition to the measures taken in 1984 to 
promote jobs (resulting in lower social security contributions in subse-
quent years), the law on the partial reform of personal income tax, 
passed in December 1985, introduced a major reduction in the tax rates 
applied to lower income brackets, affecting more than 40 % of taxpayers 
and more than 20 % of declared taxable income, while tax deductions for 
various items were substantially increased. In corporate income tax, the 
law raised the allowances for job creation and investment, and also al-
lowed the accelerated depreciation of new fixed assets acquired between 
May and December 1985. The impact of these measures on tax takings, 
coupled with the economy's modest growth rate in 1985, caused a down-
ward drift in 1986 in the receipts obtained from income taxes in the short 
run, which was offset by the extraordinary revenues generated by taxes 
on production and imports following the decline in oil prices. 

These effects were still evident in subsequent years, but in 1987 the 
acceleration in the rate of economic growth, the rise in the tax prepay-
ments required of businessmen, professionals and art ists, and the 
chango in the timetable of the withholdings applied by large firms (on a 
monthly rather than a quarterly basis) produced a notable increase in tax 
takings. By contrast, in 1988 the effects of the previous year's tax prepay-
ments were clearly evidenced, as were the reductions in tax rates and 
withholding taxes on personal income contemplated in the year's budget, 
which again primarily affected the lower tax brackets (22 % of taxpayers 
with lower taxable incomes were practically exempt from paying personal 
income taxes, while the tax rates of the next 48 % were reduced between 
25 % and 40 % ) . These changos, at a time of strong growth in the Span-
ish economy, had an unquestionably expansionary effect of a destabilis-
ing nature. 

On the expenditure side, the acceleration in economic activity in 1986 
and 1987, along with the impact of the 1985 pensión reform and the slide 
in the replacement ratio of unemployment compensation, led to a reduc
tion in welfare benefits as a percentage of GDP. Other factors at play 
were the slide in production subsidies for agriculture in 1986, financed 
thereafter by the European Community, and lower interest charges on 
public debt, all of which produced a notable rise in general government 
gross disposable income and saving and a reduction in the budget déficit 
from 6.9 % of GDP in 1985 to around 3 % in the three-year period 1987-
1989. The process of rationalising public finances, however, carne to a 
halt in 1988 and then moved into reverse in the following years, when 
government consumption - and general government investment in partic-
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ular - expanded once again (with average growth in spending of 4.6 % 
between 1989 and 1992). 

The expansión in aggregate demand as from 1985 was characterised 
by intense investment efforts, which rapidly increased the share of gross 
capital formation in GDP. At the same time, fresh problems of structural 
adjustment aróse on the supply side. The deficient regulation of the 
labour market created a divide between temporary workers, whose em-
ployment rose rapidly, and permanent employees, whose number fell 
swiftly but who exerted strong wage pressure in collective wage bargain-
ing, as they were protected by high dismissal costs. In goods and Ser
vices markets, unequal competitivo conditions created inflation duality, 
with high growth rates in services prices which could absorb wage pres-
sures, and much more modérate increases in industrial prices, which 
faced the dilemma of a loss in market share if costs were fed through to 
prices or lower profits if costs were not passed on to final prices. These 
mismatches between supply and demand led to price and wage accelera-
tion and a sustained loss of competitiveness, making exports more diffi-
cult and easing the entry of imports into the national market. This disequi-
librium was evidenced in a very fast deterioration in the balance of 
payments on current account, whose 1.5 % surplus in 1985 in terms of 
GDP became a déficit of around 3 % in 1989. National demand continued 
to grow faster than the national product, because the strong rate of prí
vate investment was not offset by sufficient moderation in prívate con-
sumption, and because the rapid growth in government expenditure - de
spite the strong rise in revenue - prevented the public sector from 
contributing to the nominal stability of the economy and to the reduction 
in inflationary pressures. 

The re-emergence of a sizable déficit in the balance of payments in 
1989 - due to the weak progress in the correction of the Spanish econo-
my's two other basic disequilibria, inflation and the budget déficit - under-
mined the foundations of economic growth and job creation. These trends 
were unsustainable in the framework of Spain's commitments with the 
European Community and, above all, from the standpoint of the upcom-
ing launch of the single market and the lifting of exchange controls. This 
was an effective constraint that would affect all member countries of the 
EC alike, whether they participated in the exchange-rate mechanism 
(ERM) of the European Monetary System or remained on the sidelines. In 
these circumstances, entry into the ERM was preferable, and Spain 
joined the mechanism in July of that year. But participation in the ERM re-
quired, at the same time, a coherent policy with respect to exchange-rate 
stability. In other words, greater co-ordination between monetary and fis
cal policies was required to ensure that fiscal policy also played an active 
role in preserving the stability of the economy and to prevent cost and 
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price deviations, whose correction would inevitably lead to exchange-rate 
realignments. 

Beginning in late 1989, the two basic objectives of fiscal policy were 
to reduce the budget déficit and to prevent government spending from 
burgeoning beyond the growth of the economy. Fiscal authorities, howev-
er, appeared to be confident that, following the peseta's entry into the 
ERM, the strength of the peseta and the abundant capital inflows induced 
by high interest rates in Spain would equip the Spanish economy to fi-
nance - comfortably and without mortgaging the futuro - its immense 
current-account déficit. They also believed that, despite the new condi-
tioning factors in fiscal policy, the continuity of robust economic growth, 
which remained at a healthy 4.7 % in 1989, would allow a large nominal 
increase in government expenditure, without raising its weight in GDP, 
without endangering the goal of narrowing the déficit and without jeopar-
dising the economy's continued growth. As a result, over the next few 
years, the relativo weight of general government in the Spanish economy 
continued to expand and, at the same time, the imbalance in public fi-
nances worsened. 

On the revenue sido (see A. L. Gómez and J. M. Roldán, Analysis of 
fiscal policy in Spain: a macroeconomic perspective (1988-1994), Chap. I 
and appendix 1), it should be recalled that in 1989, after setting a later 
deadline for personal income tax declarations, the returns due on excess 
withholding taxes in 1988 were paid in 1990, causing tax takings to ap-
pear inflated in 1989 and undervalued in 1990. In 1989 the percentage of 
the prepayment of corporate income taxes was raised from 30 % to 55 %, 
thus advancing the payment of taxes that would otherwise have been re-
ceived in later years. These administrativo changos, coupled with the 
slower growth of the Spanish economy, partly explain the stability in the 
receipts from these taxes as percentages of GDP between 1989 and 
1992. The fact that there was not a greater downward impact was due to 
the effect of inflation on personal income tax withholdings, which were not 
adjusted until June 1991, and to the further rise to 60 % in the percentage 
of prepaid corporate income tax as from 1990. Only social security contri-
butions, whose bases and average rates were raised in 1992, 1993 and 
1994, continued to rise in this period. 

On the expenditure sido, as from 1989 an expansivo discretionary 
policy was applied on various fronts, as noted above. In consumption, 
universal health caro was introduced, and the staffing of various civil ser-
vico units was increased, creating jobs at a much faster pace than in the 
rest of the economy, while compensation per employee also rose more 
rapidly than in the prívate sector. In welfare benefits, unemployment In
surance was generously broadened, and workers with temporary con-
tracts were given greater welfare entitlement, pensions were index-linked, 
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and a policy was introduced that gave immediate recognition to new pen-
sions, not always entirely substantiated, and aligned the lowest pensions 
to the minimum wage. Lastly, in government investment, many new pro-
jects were undertaken at a rapid rate, further exacerbating the growth in 
aggregate demand. Transfers to companies were the only ítem used to 
offset other expenditure, since it was believed that subsidised firms could 
do without budgetary assistance during the favourable business cycle 
then prevailing. In short, from 1988 to 1993, the weight of government ex
penditure in GDP rose by some nine percentage points to nearly 50 %, 
while the growth in revenue was only able to finance around half of the 
expansión in spending. The result was an increase of 4.2 percentage 
points in the budget déficit to 7.5 % of GDP in 1993, i.e. more than twice 
the 1988 level. Meanwhile, government debt as a percentage of GDP 
rose by nearly 50 %, climbing from 41.7 % in 1988 to 60.4 % in 1993. 

The insufficient narrowing in the budget déficit to the year 1989 and 
its later widening, together with a restrictivo monetary policy, were the 
main definmg elements of a demand policy that was ill suited to the stabil-
isation needs of the Spanish economy, which headed steadily towards a 
recession, which occurred in the spring of 1992. This downturn coincided 
with a similar weakening in the other European economies, causing an 
abrupt contraction in demand, a plunge in business and consumer confi-
dence, an exchange-rate crisis that autumn, and a massive rise in unem-
ployment. After the realignments of ERM parities - involving three deval-
uations of the peseta, in September and November 1992 and May 1993 -
and the brief but sharp recession of the Spanish economy between mid-
1992 and mid-1993, there was a cyclical recovery which, in Spain and in 
other European countries, was led by the growth in net exports. But the 
tensions on foreign-exchange markets did not abate, and in August 1993 
the fluctuation bands of ERM currencies were widened to +15 %. This 
move strengthened exchange-rate stability, except for occasional specu-
lative bouts, such as the episode that caused the peseta's fourth devalua-
tion in March 1995, which had only a temporary impact. 

In recent years, the priority target of Spanish fiscal policy has been to 
restore the health of public finances in order to fulfil the convergence cri-
teria established in the Treaty on European Union. The consolidation of 
the economic recovery during 1994, the rise in employment, the correc-
tion of the current-account déficit, wage moderation, and the progress in 
checking inflation and the budget déficit were the most notable results of 
the shift in economic policy towards a more balanced mix of fiscal and 
monetary policios after the recession of 1993. This new fiscal policy 
stance has been reflected in a decline in government expenditure as a 
percentage of GDP - focusing on welfare benefits, transfers to compa
nies, general government consumption and investment - which has ex-

162 



ceeded the fall in total revenue derived from the smaller weight in GDP of 
current taxes on income and wealth and social security contributions. 

IX.2. Revenue, expenditure and balance of government accounts 

The trend behaviour of government revenue in Spain, shown in the 
upper part of Chart IX.1, indicates that the tax burden has risen very ap-
preciably since 1970, albeit to different degrees in different phases. To 
1974 these increases were modérate, with annual growth of less than 0.4 
percentage points, due to the scant progressivity of the tax system in 
which indirect taxes and social security contributions predominated. In 
the ten years from 1975 to 1985, a strong increase in all taxes coincided 
with a slowdown in economic growth, causing a surge in the tax burden, 
which grew by more than one percentage point annually. The weight of 
all tax components in GDP underwent a very similar expansión in abso
luto terms over these ten years. As from the mid-eighties, despite the 
quickening in economic growth, which between 1986 and 1990 outpaced 
its average histórica! rates, the expansión in the tax burden hardly sub-
sided, although it was adjusted significantly downwards in 1994 and 
1995. 

The upper right-hand part of the same chart (recaí! the conventions 
described in the last section of Chapter I for the charts) reflects the short-
term fluctuations in total general government revenue, which were very 
erratic because they were largely the product of legislative changos in the 
regulations governing basic taxes, whose collection and account enfries 
also underwent various changos of an administrativo nature. In Spain the 
short-term fluctuations in government revenue, as in the case of long-
term trends, were characterised by a predominance of discretionary fac-
tors. The annual fluctuations in government revenue as percentages of 
GDP were significant but virtually independent of the economy's cyclical 
position. The estimated cyclical sensitivity for the period 1971-1995 as a 
whole is not significantly different from zero (see Table IX.1), indicating 
that the progressive nature of severa! of its components, such as the tax 
on personal income, was almost entirely offset by the regressive nature 
of others, such as social security contributions, or diluted by the propor-
tionality of others, such as taxes on production and imports. 

The trend expansión of the general government sector in Spain is 
also reflected in the rise in the relativo weight of government expenditure 
in GDP, which climbed from approximately 23 % in the early seventies to 
42 % in 1985. In the following three-year period, this percentage declined 
by one percentage point, but between 1989 and 1993 it again rose by 
more than eight percentage points, reaching a peak of 49.3 % and gradu-
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CHART IX.1 

SPAIN 
REVENUE, EXPENDITURE AND BALANCE OF GOVERNMENT ACCOUNTS 
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Source: European Commission. Figures for 1996 and 1997 are forecasts estimated by the Commis-
sion's Technical Services. 
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TABLE IX. 1 

SPAIN (1971-1995) 
CYCLICAL SENSITIVITY OF GOVERNMENT REVENUE AND EXPENDITURE 

Annual change as a percentage of GDP 

Average ^ £ Semsmty t DW 

Total revenue 0.68 1.05 -0.06 0.67 1.75 0.00 
Total expenditure 0.98 1.46 -0.30 3.23 1.47 0.28 
Net lending (+) or 

net borrowing (-) -0.29 1.23 0.24 2.68 2.58 0.20 

MEMORANDUM ITEM: 
Real GDP (rate) 2.97 2.49 _ _ _ _ 

ally falling in more recent years (some three percentage points). Total 
government expenditure showed significant cyclical sensitivity in the peri-
od 1971-1995 (-0.30, see Table IX.1), helping to stabilise the fluctuations 
in private-sector disposable income and, to a lesser extent, the nominal 
aggregate expenditure of the Spanish economy. These stabilising effects 
were not, however, very systematic, as evidenced in the relatively low 
valué of the estimated coefficient of determination in this regression 
(0.28). 

Overall, the stabilising effects of fiscal policy in Spain on average in 
the past 25 years have been weak and unsystematic, as the cyclical sen
sitivity of general government net lending (+) or net borrowing ( - ) in this 
period is estimated at 0.24, with a correlation of 0.20 with economic 
growth. However, the recursive estímate of the cyclical sensitivity coeffi
cient shows that its valué has not remained stable since 1971, and in-
stead has increased over the years, primarily due to the fact that the 
cyclical sensitivity of revenue has gradually moved closer to zero. The 
Chow test indicates that the years 1975, 1980 and 1986 offer the lowest 
probabilities of error (0.1, 0.15 and 0.13, respectively), if it is assumed 
that in some years a structural change occurred in the series on the bal
ance of government accounts. The results of the estimates for the sub-
periods that begin in 1975, 1980 and 1986 are not qualitatively different. 
Consequently, for the analysis of the stabilising effects of fiscal policy in 
Spain, the accompanying tables will present the estimated valúes of the 
cyclical sensitivity of the variables for the years 1980-1995, with com-
ments in the text on the most relevant differences observed when consid-
ering the other periods. 

Table IX.2 shows the estimates of the cyclical sensitivity of total rev
enue and expenditure and of general government net lending (+) or net 
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TABLE IX.2 

SPAIN (1980-1995) 
CYCLICAL SENSITIVITY OF GOVERNMENT REVENUE AND EXPENDITURE 

Annual change as a percentage of GDP 

Average f¿lat%n Sensitivity t DW 

Total revenue 0.66 1.23 0.03 0.16 1.66 0.00 
Total expenditure 0.97 1.55 -0.40 2.34 1.43 0.23 
Net lending (+) or 

net borrowing (-) -0.31 1.44 0.43 2.84 2.65 0.32 

MEMORANDUM ITEM: 
Real GDP (rate) 2.47 2.06 _ _ _ _ 

borrowing (-) over the past 16 years. The principal changos with respect 
to the period 1971-1995 are that revenue acquired a stabilising bias -
though not statistically different from zero - and that the stabilising impact 
of expenditure increased, and thus the cyclical sensitivity of the balance 
of government accounts is estimated at -0.43 for this period, with a coef-
ficient of determination of 0.32. Although the valúes of the Durbin-Watson 
statistic in these regressions are far from 2, the autocorrelation of the 
residuals is not significant, and the estimated valúes are virtually not al-
tered if the autocorrelations are corrected by introducing ARMA terms in 
the regressions. It can be concluded that, even though the cyclical sensi
tivity of fiscal variables in Spain has increased over time, their stabilising 
effects have not become much more systematic. 

IX.3. Stabilising effects of disposable income 

Gross national disposable income measures the income available to 
the nation for carrying out final consumption and saving operations, and it 
is the equivalent of GDP at market prices plus the net balance of income 
and current transfers from the rest of the world. As seen in Chart IX.2, 
this net balance has been negativo, albeit small in relation to GDP since 
1980, but in the early seventies it was positivo, with the result that nation
al income was higher than GDP until 1979. This balance primarily reflect-
ed the remittances of Spanish emigrants abroad. After the first oil crisis, 
emigration tapered off, appreciably reducing the income obtained by 
Spaniards abroad, while the impact of the traditional explanatory factors 
in Spain's payments of income and transfers to the rest of the world (the 
economy's external debt, technological dependence, foreign direct invest-
ment, etc.) continued to riso. The deterioration in the net balance of in-
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CHART IX.2 

SPAIN 
GROSS NATIONAL DISPOSABLE INCOME AND BREAKDOWN BY SECTOR 
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come and transfers with the rest of the world became more pronounced 
in the early nineties, essentially due to the rise in public debt in the hands 
of non-residents, although it underwent a substantial correction in 1995. 

The changos were more pronounced in the breakdown of disposable 
income between the general government and private sectors of the Span-
ish economy, where there is a closer negativo correlation. As shown in 
the central and lower parts of Chart IX.2, these profiles of gross dispos
able income as a percentage of GDP in both sectors reflect the current 
redistribution activity of fiscal policy via taxes, social security contributions 
and net current transfers as from 1970. Until the upturn in the Spanish 
economy in 1986, the relativo weight of general government gross dis
posable income fluctuated around 14 % of GDP. This means that the in
tense increase in the tax burden in Spain over these years hardly sufficed 
to f inance the expansión in welfare benefits, subsidies and interest 
charges on debt, thus depleting the leeway for further growth in the 
weight of public services, government investment and capital transfers to 
the private sector in conditions of budgetary equilibrium. Meanwhile, the 
trend share of private-sector disposable income in GDP reflected the im-
pact of the negativo balance of income and net transfers from abroad, as 
woll as the high volatility of its short-term fluctuations resulting from the 
frequent changos in the stance of fiscal policy. 

In the years of strong expansión in economic activity in Spain (1986-
1989), there was a notable rise of four percentage points in the share of 
general government disposable income in GDP, due to the more intense 
growth in the tax burden and the freeze in the weight of current transfers 
in GDP, which made the fall in the private sector's disposable income as 
a percentage of GDP oven more pronounced, while the balance of the 
Spanish economy's income and net transfers with the rest of the world re-
gained its equilibrium. But these trends were once again reversed from 
1990 onwards, and the distribution of national income between the public 
and private sectors in 1994 was therefore one percentage point higher 
than the figures for 1986. As clearly seen in the right-hand column of 
Chart IX.2, the short-term volatility of the breakdown of income between 
the general government and private sectors has risen notably in the past 
ten years. 

Fiscal policy has had appreciable stabilising effects on the private 
sector's gross disposable income. Table IX.3 presents the estimates of 
the cyclical sensitivity of national income and of the main general govern
ment income redistribution operations for the period 1980-1995. National 
income as a percentage of GDP recorded pro-cyclical fluctuations relativo 
to economic growth, with a somewhat destabilising effect, although the 
estimated sensitivity coofficient in the simple regression (0.05) is not sig-
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CHART IX.3 
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nificantly different from zero. By contrast, the pro-cyclical variations in 
general government gross disposable income as a percentage of GDP 
exerted a stabilising influence on private-sector disposable income in this 
period, absorbing 30 % of the impact of the fluctuations in the economy's 
real growth. When the negative first-order correlation (-0.25) between the 
residuals is corrected with a MA(1) term, the estimated cyclical sensitivity 
coefficient becomes 0.28, with a t-ratio of 2.91. 

The cyclical sensitivity of private-sector gross disposable income is 
estimated at -0.25, and becomes -0.27 when the residual first-order au-
tocorrelation (-0.3) is corrected with a MA(1) term, while the t-ratio is 
2.48. This means that, for each percentage point of deviation in the econ
omy's real growth rate with respect to its average in the period 1980-1995 
(2.47), the chango in the prívate sector's gross disposable income as a 
percentage of GDP deviated in the opposite direction by around 0.25 per
centage points of GDP from its average in this period (-0.13). 

The trend behaviour and fluctuations as percentages of GDP of the 
main components of general government current income are shown in 
Chart IX.3. The relativo weight of faxes on production and imports in GDP 
slid by nearly two percentage points between 1973 and 1979, but from 
1980 to 1986 this tendency was reversed, with an increase of more than 
four percentage points of GDP. Notable in this increase were the contri-
bution of sales fax - then the largest source of indirect fax takings - and, 
to a lesser extent, the contribution of excise duties. In 1986, with Spain's 
entry into the EC, indirect taxation underwent a major reform, whose chief 
characteristic was the introduction of Valué Added Tax, which replaced 
various faxes in effect until then. Since 1986 the weight of taxes on pro
duction and imports has remained virtually stable with respect to GDP at 
around 11 %. 

The share of faxes on production and imports in GDP recorded no
table short-term fluctuations, although their cyclical sensitivity and corre
lation with growth were nil. The short-term fluctuations of these taxes re-
flected a standard deviation of 0.5 percentage points of GDP, with strong 
adjustments of an extraordinary nature in 1974, 1978, 1986 and 1993. In 
1974, and to a lesser extent in 1978, the fall in tax takings is explained by 
the fact that the rise in oil prices was not entirely fed through to the final 
prices of derivativo products. The extraordinary circumstances of 1986 
were: first, the introduction of VAT, whose collection bogan in the second 
quarter of the year; second, the sizable volume of sales tax collected dur-
ing 1986 but accrued in previous years (with residual revenues that were 
still significant in 1987), and, third, the extraordinary income from the 
state oil monopoly, because the government did not immediately pass on 
to final fuel prices the slide in crudo prices, thereby generating revenue 
estimated at around half a percentage point of GDP. In 1993 the two ex-
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traordinary circumstances that combined to reduce VAT takings were the 
contraction in prívate consumption and imports and the iifting of intra-
Community customs controls as a result of the launch of the single Euro-
pean market. 

In Chart IX.3 the swift growth in the weight in GDP of current taxes on 
income and wealth, which rose threefold between 1975 and 1989, stands 
out in particular. The right-hand side of this chart also shows that short-
term deviations of these taxes from their trend were practically non-exis-
tent until 1980, when the collection of the new taxes on personal and cor-
porate income, established in the 1978 tax reform, began to have a 
noticeable effect. Before that year the scant progressivity of these taxes 
and their meagre takings explain their weak stabilising effect, which was 
not significantly different from zero. The subsequent strong rise in current 
taxes on income and wealth was propelled by the initial effects of the tax 
reform introduced after the chango in Spain's polit ical regime. The 
widespread application of the system of withholding taxes and the fact 
that the refunding of excess payments of tax did not begin until 1981 ex
plain why the average compound growth in the collection of these taxes, 
which had reached more than 30 % in the three-year period 1978-1980, 
fell to nearly 12 % in 1981 and slightly more than 8 % in 1982, when the 
tax rates on personal income were also adjusted downwards and the de-
ductions on these taxes were increased. In 1983 the system of prepay-
ments (in a proportion of 20 %) was introduced in the corporate income 
tax col lect ion mechanism, whi le the legislat ivo and administrat ivo 
changos introduced in the taxation of personal income until 1985 were 
relatively minor, consisting of adjustments in rates, deductions and with-
holdings at iess than the rato of inflation, in order to strengthen tax tak
ings. The reform in personal income taxes in late 1985, together with the 
investment incentives adopted that year, led to a slight decline in their rel
ativo weight in GDP in 1986. In the three following years, however, the 
strong growth of the Spanish economy and the rise in the number of tax-
payers produced a substantial increase in tax takings, representing 
around 12 % of GDP from 1989 onwards. 

As shown in Chart IX.3, the short-term fluctuations in current taxes on 
income and wealth as percentages of GDP were generally pro-cyclical, 
albeit distorted by unsystematic discretionary measures, which had a 
dominant influence. The estímate of their cyclical sensitivity in the period 
1980-1995 is positivo (0.18) and marginally significant at 5 %, despite the 
many distortions that affect it, giving rise to a fairly low coefficient of de-
termination (0.2). There is a negativo first-order autocorrelation (-0.35) 
between the residuals of this regression, which can be remedied by intro-
ducing a MA(1) term in the equation, causing almost no chango in the es-
timated valué of the cyclical sensitivity coefficient (0.20, with a t-ratio of 
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TABLE IX.3 

SPAIN (1980-1995) 
STABILISING EFFECTS OF DISPOSABLE INCOME 

Annual change as a percentage of GDP 

Average Sensitivity t DW 

GENERAL GOVERNMENT: 
Current revenue 0.66 1.22 0.03 0.18 1.68 0.00 

Taxes on production 
andimports 0.27 0.49 -0.00 0.06 1.95 0.00 

Income taxes 0.33 0.73 0.18 2.14 2.59 0.19 
Social security contributions .. 0.02 0.56 -0.06 0.88 1.44 0.00 
Other revenue 0.03 0.45 -0.08 1.50 2.27 0.08 

Current transfers 0.51 0.85 -0.27 3.24 0.99 0.39 
Welfare benefits 0.16 0.59 -0.13 1.95 1.56 0.16 
Subsidies 0.09 0.32 -0.04 0.97 2.32 0.00 
Interest payments 0.30 0.46 -0.10 1.89 1.40 0.15 
Other transfers -0.03 0.19 -0.00 0.03 2.31 0.00 

Gross disposable income 0.15 1.23 0.30 2.17 2.32 0.20 

OTHER SECTORS: 
Gross disposable income -0.13 1.45 -0.25 1.39 2.15 0.06 

NATIONAL ECONOMY: 
Gross disposable income 0.02 0.64 0.05 0.67 2.24 0.00 

MEMORANDUM ITEM: 
Real GDP (rate) 2.47 2.06 _ _ _ _ 

3.77). These results indicate that the unquestionable progressivity of the 
structure of these taxes, induced by the more than 70 % share of taxes 
on personal income in total tax takings, is distorted by the discretionary 
nature of the frequent changos introduced in tax regulations, manage
ment and accounting. 

The weight of social security contributions in GDP over the past 25 
years has been marked by two very different stages. To the late seven-
ties, contributions as a percentage of GDP rose very sharply, at a rate of 
approximately 0.6 percentage points each year, due to the successive in-
creases in the rates and contribution bases of social security contribu
tions, despite the slide in the level of employment in the second half of 
the decade. In the eighties, by contrast, due to the obstado to job cre-
ation caused by the high wage-based contributions introduced in the pre-
vious decade, an attempt was made to lower the contribution rates gradu-
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ally, which in 1982 were still 38.6 % of the contribution base (32.1 % went 
to the general social securlty system, 5.2 % to unemployment, 0.5 % to 
the wage guarantee fund, 0.6 % to job training, and 0.2 % to the unem
ployment fund). In 1983 rates were adjusted, reducing the aggregate rate 
to 37.7 %, which was later lowered to 36.7 % in 1984. In the following 
years this aggregate rate fluctuated between 37 % in 1985 and 36.2 % in 
1991. As a result of these changos and of the annual updating of the con
tribution bases in particular, the weight of social security contributions in 
GDP trended mildly downwards until 1988. Until 1986 this was due to the 
continued slide in employment and in the updating of the bases in line 
with inflation, and between 1986 and 1988 (when employment recovered) 
this decline is explained by the fact that contribution bases changed by 
less than the rate of inflation. As from 1989, however, the máximum con
tribution bases of the higher groups, which encompassed many workers 
whose effective wages exceeded these máximum bases, were realigned, 
causing the weight of social security contributions in GDP to move gradu-
ally upwards once again. In addition to this tendency, contribution rates 
were raised on severa! occasions (see A. L. Gómez and J. M. Roldán, 
appendix 1). In 1995 the contribution rate was reduced by one percent-
age point. 

The sensitivity of social security contributions to the economy's cycli-
cal fluctuations tended to be weak, as the changos in compensation of 
employees were not faithfully reflected in contributions, primarily because 
the magnitude of the contribution bases is restricted by the system of 
mínimum and máximum limits. From this, it can be concluded that the el-
ement which most affected the behaviour of social security contributions 
during the eighties was the variation in the ceiling on the contribution 
bases set by the government. The estimated cyclical sensitivity of social 
security contributions is negativo, indicating the regressive nature of 
these government revenues, although its valué is not significantly differ-
ent from zero because of the relatively high standard error of the estímate 
of this coefficient. The díscretionary nature of the administrative decisions 
that affect the regulation, management and accountíng of social security 
contributions explains the nil estimated coefficient of determination. 

Other government revenue Items include the public sector's gross op-
erating surplus (a flow entered as a counterpart on the revenue sido of 
fixed capital consumption on the expenditure sido), actual interest re-
ceived, mostly from loans and advance payments to public-sector firms, 
dividends and other income from shareholdings (with the profits of the 
Bank of Spain and the dividends from the Banco Exterior and Compañía 
Telefónica Nacional standing out in particular), current international co-
operation funds, which encompasses all transfer operations (except capi
tal transactions) between national general government agencies and 
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those of the rest of the world, and, lastly, other current transfers, consist-
ing of all transfers that do not fit under other captions, the most important 
being the amount generated by sales of lottery and betting tickets. This 
residual caption has gained increasing weight in GDP, fluctuating un-
evenly (between 3 % and 4.5 % of GDP), which is only normal consider-
ing the heterogeneity of the flows it encompasses. The most pronounced 
short-term fluctuations observed in this series are attributable to equally 
sizable changos in the profits of the Bank of Spain in recent years. Partic-
ularly notable were the fluctuations in 1991 and 1993, which to a large 
extent offset the cyclical slowdown in tax receipts. The estimated cyclical 
sensitivity in the period 1980-1995 is negativo, though not significantly 
different from zero, while its correlation with growth is also negligible. 

As to general government current transfers (whose main components 
are shown in Chart IX.4), the sustained rise in their weight in GDP bogan 
immediately after the first oil shock, in a vain attempt to prevent the loss 
of disposable income, due the implications, for the economy as a whole, 
of the chango in Spain's terms of trade, and to ignore or at least postpone 
the necessary adjustments in the structure of productivo activity and em-
ployment, imposed by the new conditions of relativo prices on world mar-
kets. As a result, transfers involving welfare benefits and production sub
sidies bogan to expand and continued to grow at a very fast rato until the 
early eighties, propelled by the increasingly greater deterioration in em-
ployment and productivo activity. During the first half of the eighties, how-
ever, the explosivo growth of welfare benefits was brought into check, as 
it became evident that this expansión could not be financed by raising the 
ratos and bases of social security contributions, which hampered job cre-
ation. In those years, the necessary restructuring of Spain's inviable pro
ductivo activities was also timidly addressed. However, those restructur
ing efforts failed to restrain the expansión of production subsidies as a 
percentage of GDP; to the contrary, in the short run there was an in-
crease in the weight of government aid to companies, mostly state-
owned, that needed to shed personnel. In addition to the onus on the 
budget déficit exerted by these transfers in this period, the interest bur-
den of government debt bogan to escálate as from 1982, because the 
persistence of inflationary pressures in the Spanish economy counselled 
against the continued financing of the budget déficit through credit from 
the Bank of Spain. As a result, budget imbalances were increasingly fi
nanced through the issue of securities, and between 1982 and 1986 the 
interest burden on government debt became the spending caption that 
most contributed to the widening in the budget déficit. 

The recovery in economic activity in Spain between 1986 and 1989, 
along with several legislativo changos such as the reform of the pensión 
system in 1985, had automatic - though temporary - repercussions re-
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CHART IX.4 
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straining the weight of government transfers in GDP. But as from 1989 
the share of current transfers in GDP again expanded, fuelled by the in-
crease in welfare benefits, in turn spurred by the slowdown in economic 
growth and the measures to broaden welfare benefits introduced that 
year. This expansión immediately gained greater forcé due to the rise in 
the weight of the interest burden, caused by the already existing large 
share of government debt in relation to GDP, its short maturity period and 
the high interest rates that resulted from maintaining an inappropriate mix 
of expansionary fiscal policy and restrictivo monetary policy. 

The cyclical fluctuations in general government current transfers had 
an appreciable stabilising effect on the prívate sector's gross disposable 
income. The estimated cyclical sensitivity in the different sub-periods is 
always negativo and significantly different from zero, and the coefficients 
of determination are not negligible. Al! these valúes are higher and more 
significant for the more recent period, when the weight of transfers in 
GDP is greater. The valué of the estimated cyclical sensitivity for the 
years 1980-1995 (see Table IX.3) indicates that, on average, for each 
percentage point that real growth deviated from its average, the variation 
in current transfers as a percentage of GDP deviated from its average in 
the opposite direction by nearly 0.30 percentage points of GDP. This re-
flects a notable stabilising capacity in the effects of cyclical fluctuations 
on the gross disposable income of the prívate sector, with a coefficient of 
determination of 0.4, suggesting that the degree of fiscal policy discretion 
in this área of expenditure was comparatively low, possibly because the 
transfers with greater relativo weight cannot be controlled in the short run 
by the fiscal authorities. 

After the intense growth in welfare benefits - and also in contributions -
to the end of the seventies, the growth rato of their weight as a percent
age of GDP eased during the early eighties. In 1983 the share of benefits 
and contributions in GDP was practically the same: nearly 14 %. From 
then onwards, while the weight of contributions fell somewhat to 12.5 % 
in 1988, the share of benefits stabilised at around 14 %, thus opening a 
déficit gap in the public social welfare system, which further widened to 
two percentage points of GDP in 1991 and to nearly three percentage 
points in 1993, due to the measures that lengthened unemployment In
surance and to the indexation of government pensions in 1989, combined 
with the recession and inflation inertia. In more recent years, the econom
ic recovery and the measures reforming unemployment Insurance adopt-
ed in 1992 helped to reduce the share of welfare benefits in GDP by 
roughly one percentage point. 

On average in the period 1980-1995, the estimated cyclical sensitivity 
of welfare benefits was -0.13, with a correlation of 0.16 with economic 
growth, while current transfers were the component that most contributed 
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to the stabilisation of private-sector gross disposable income. Nonethe-
less, the stabilising effects reflected in a given year should not be inter-
preted as one-off measures taken by the authorities for that year, be-
cause, along with such decisions (i.e. the increases in minimum pensions 
or the discretionary rises in the number of pensions, as ocourred in 1979 
and 1981), other previous decisions, operating with long and varying 
lags, are aiso at play, and their effects on each year's expenditure are ev-
idenced only gradually. Here it is worth noting, for example, the entry into 
effect in 1985 of a new pensión law that rationalised the conditions for 
qualifying for a pensión (increasing the number of years of contributions 
required to receive a pensión to prevent "pensión buying" in the last few 
years before retirement) and which introduced a greater proportionality in 
the amounts paid by contributors during their working Uves and the ex-
pected valué of the pensions they receive during their retirement years. 
The deferred effects of this reform were gradually evidenced over the fol-
lowing five years (see Chart IX.4). Conversely, a substantial part of the 
positivo stabilising effect reflected in the years 1991-1993 should be at-
tributed to the measures adopted in 1989 on extending unemployment 
benefits and the indexation of pensions. Finally, the fall in welfare bene-
fits in 1994 and 1995 is due to the cuts in unemployment benefits intro
duced in April 1992 and whose effect in 1993 appears, however, more 
than offset by the increase in unemployment that year due to the reces-
sion. 

Production subsidies have trended upwards as a percentage of GDP 
since the early seventies, climbing from 1 % to 3.5 %. The short-term 
fluctuations in production subsidies had no stabilising effects, probably 
due to the one-off nature of this expenditure, which had to be approved 
on a case-by-case and year-by-year basis at the discretion of the authori
ties. The estimated cyclical sensitivity is not significantly different from 
zero, and the coefficient of determination is nil. 

The behaviour of general government effective interest payments de-
pends primarily on three factors: budget imbalances, the way they are fi-
nanced, and interest rates. Until 1982 the debt burden remained stable at 
around 0.7 % of GDP because, even though the budget déficit began to 
rise in Spain as from the mid-seventies, it did not represent a significant 
percentage of GDP until the early eighties. In addition, interest rates were 
kept artificially low in that period, and until 1982 the budget déficit was fi-
nanced almost exclusively by resorting to the Bank of Spain, i.e. from in-
terest-free loans. As from 1982, as a necessary step in the fight against 
inflation, the policy of financing the budget déficit changed, with a gradual 
shift in favour of the issue of short-term securities on the domestic mar-
ket. Between 1983 and 1986, the growth of interest payments escalated, 
eventually reaching 4 % of GDP in 1986, due to the accumulation of 
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widening budget déficits and their financing at interest rates that increas-
ingly approached the rates on money markets. In subsequent years, the 
easing in the budget déficit and, as from 1 January 1988, the Official 
Credit Institute's assumption of the ownership of the bonds that had been 
issued to finance investment (and, by extensión, their interest burden) 
paved the way for a reduction, and later stabilisation, in the weight of 
general government interest payments in GDP to around 3.5 %. Howev-
er, the subsequent widening in the budget déficit was immediately fed 
through to the interest burden on debt, which has remained at more than 
5 % o f GDP since 1993. 

The short-term fluctuations in the interest burden in terms of GDP re-
flect, with a lag that is hard to estimate, the changos in the primary bud
get déficit, i.e. net of the interest burden. Chart IX.4 shows that the fluctu
ations in this burden had nil signif icance until 1980. The estimated 
cyclical sensitivity for the period 1980-1995 is negativo (-0.1), with a co-
efficient of determination of 0.15. There is a positivo first-order autocorre-
lation (0.21) between the residuals of this regression, which is corrected 
by introducing a MA(1) term in the equation, causing practically no 
chango in the estimated cyclical sensitivity coefficient (-0.13). The valué 
of this coefficient estimated recursively gradually rose over time with the 
riso in the average weight of the interest burden. The cyclical offects of 
the further flare-up in the déficit due to the interest burden were very sig-
nificant, because approximately 25 % of the short-term fluctuations in the 
deficit/GDP ratio stem from variations in the interest burden. 

The magnitude of the relativo weight of the various other current 
transfers and their fluctuations is small. The estimates of their cyclical 
sensitivity and correlation with growth are nil, and it can therefore be con-
cluded that the stabilising offects on private-sector gross disposable in-
come were negligible. 

IX.4. Stabilising effects of nominal expenditure and real demand 

The stabilising effects - weak, but significant - exerted by fiscal policy 
on the prívate sector's gross disposable income were not passed on to 
household consumption. Ñor did government consumption have stabilis
ing effects on nominal expenditure or on real demand in the Spanish 
economy, according to the estimates in Table IX.4. As a consequence, 
the pro-cyclical fluctuations in prívate and national investment were hard-
ly offset by the adjustments in national consumption, but instead exports 
and imports were the variables that adjusted most, tempering the pro-
cyclical fluctuations in national demand in terms of GDP and helping to 
stabilise GDP. This demonstrates the Spanish economy's dependence on 
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TABLE IX.4 

SPAIN (1980-1995) 
CHANCES IN THE BREAKDOWN OF NOMINAL EXPENDITURE AND REAL DEMAND 

Annual change as a percentage of GDP 

Average gtSfcn Sensitivity t DW 

National consumption 0.09 1.00 -0.13 1.05 1.68 0.01 
Prívate -0.26 0.54 -0.07 0.98 1.69 0.00 
Government 0.35 0.60 -0.07 0.86 1.74 0.00 

Gross national saving -0.07 1.33 0.19 1.13 1.41 0.02 
Prívate 0.13 1.75 -0.18 0.81 2.16 0.00 
Government -0.20 1.11 0.37 3.48 2.61 0.43 

Nationalínvestment -0.10 1.39 0.58 6.09 0.95 0.71 
Prívate -0.22 1.33 0.54 5.75 1.13 0.68 
Government 0.12 0.41 0.04 0.70 1.74 0.00 

National saving/investment 
balance (1 +2 = 3 - 4 + 5 ) . . . 0.03 1.61 -0.39 2.16 1.06 0.20 
1. Prívate 0.35 2.41 -0.72 2.92 2.04 0.33 
2. Government -0.32 1.25 0.33 2.39 2.67 0.24 
3. Exports 0.52 1.53 -0.47 3.00 1.67 0.35 
4. Imports 0.52 1.48 -0.02 0.10 1.58 0.00 
5. Income and transfers 0.02 0.64 0.05 0.66 2.24 0.00 

REAL DEMAND (a): 
Prívate consumption -0.32 0.56 0.06 0.87 1.15 0.00 
Government consumption 0.27 0.30 -0.05 1.28 1.45 0.04 
Gross capital formatíon 0.09 1.40 0.61 7.99 1.75 0.81 
Exports 0.74 0.93 -0.28 3.05 1.34 0.36 
Imports 0.78 0.92 0.34 4.54 1.60 0.57 

MEMORANDUM ITEM: 
Real GDP (rate) 2.47 2.06 _ _ _ _ 

(a) Annual change in variables at constant prices, as percentage of GDP at constant prices. 

cross-border trade flows. Seen from the financial standpoint, this is evi-
denced in the lack of flexibility of prívate and national saving to balance 
the fluctuations in prívate and national investment. The expansión phases 
of domestic demand in Spain produced a shortfall in national saving and 
unsustainable disequilibria in prices and the balance of payments, ulti-
mately stifling economic growth. 

The share of national consumption as a percentage of GDP in-
creased substantially from 1973 onwards, as seen in Chart IX.5, peaking 
at more than 80 % in 1981 and then gradually declining to a mínimum 
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CHART IX.5 
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level in 1988 at somewhat less than 78 %. Between 1988 and 1993 the 
weight of national consumption in terms of GDP expanded once again, 
reaching a ceiling at cióse to the valúes of 1981 and trending downwards 
thereafter. Government consumption is also found to be the driving com-
ponent in the growth in the weight of national consumption in GDP be
tween 1974 and 1981 and again from 1989 to 1993, to the detriment, as 
we shall later see, of investment, whereas prívate consumption as a per-
centage of GDP has adjusted downwards by some four percentage 
points of GDP since the early eighties. 

In the Spanish economy, neither national consumption ñor its prívate 
and government components reflect a well defined cyclical sensitivity. In 
the right-hand column of Chart IX.5, the grey lines show the fluctuations 
(deviations with respect to average variations in the period 1971-1995) in 
the expenditure of national prívate and government consumption in terms 
of GDP at current prices, while the black lines show the fluctuations of 
these same variables measured in constant prices. The correlations of 
these fluctuations in national consumption and its components with the 
fluctuations in economic growth - represented by the vertical bars in each 
chart - are nil in all cases. As to the cyclical sensitivity coefficients esti-
mated for the years 1980-1995, the valúes obtained for prívate consump
tion are of a different sign: negativo (stabilising) at current prices and pos
itivo (destabilising) at constant prices, not significantly different from zero; 
for government consumption approximately the same valué is obtained 
(-0.05), very cióse to zero. In sum, it can be said that national consump
tion had a fairly stabilising but insignificant influence on the cyclical fluctu
ations of aggregate demand and real GDP in the Spanish economy. 

Chart IX.6 shows the trends in national saving and its breakdown by 
sector resulting from the behaviour of gross disposable income and prí
vate and government consumption decisions. Gross national saving, 
which is the balance of the use of income account, measures the portion 
of national income that has not been used for final prívate and govern
ment consumption. Both prívate saving, ínfluenced by the smaller share 
of the sector's disposable income in GDP, and general government sav
ing, affected by the inertíal growth in government consumption, trended 
downwards in terms of GDP duríng the seventies. The national savings 
ratio declined almost uninterruptedly as from 1973 at a rate of one per
centage point per year, even more than the rate at which the tax burden 
increased year after year, but less that the sustained growth rate of gov
ernment expenditure in terms of GDP. The initíal fall in the Spanish 
economy's growth rate, associated in principie with the ínternational re-
cession ín demand ín 1974-1975 and later with the decline in the prof-
itability of prívate investment (due to the growth in labour and energy 
costs), gave rise to a significant slide in the national savings ratio and in 
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CHART IX.6 
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the proportion of resources used for investment - reinforcing the initial 
recessive effects on the demand side with a contraction in installed ca-
pacity on the supply side - that limited the Spanish economy's growth 
potential for a decade. 

The recovery in the national savings ratio as of 1981 began with a 
considerable rise in private saving, while government saving continued to 
fall until 1985. In this basic chango in the assignment of private-sector 
disposable income, which produced a downward adjustment in consump-
tion and stimulated the savings ratio, several factors were at play: wage 
moderation in nominal terms, gains in productivity achieved at the price of 
a strong fall in employment levéis, the resulting recovery in corporate 
margins and, in sum, the financial restructuring of companies, which was 
to lay the foundations for the subsequent recovery of capital spending 
and of the real growth rate of the Spanish economy. When the economy 
entered an expansión phase in 1986, the private-sector savings ratio 
again slid somewhat, due to the weak impact of the rise in the tax burden 
and the restraint in government transfers on private consumption deci-
sions, despite the fall of four percentage points in terms of GDP in the 
sector's disposable income between 1986 and 1989. However, thanks to 
the more modérate advance in government consumption as a percentage 
of GDP during this period, much of the growing general government 
share of national income translated into higher government saving. But 
this increase was not enough to finance the expansión of government in
vestment and the general government sector's iarge volume of capital 
transfers, thus precluding the possibility of a balanced budget. Taking as 
a reference the high savings ratios of the early seventies, the national 
savings ratio as a percentage of GDP has fallen by around six percent
age points, which primarily reflect the decline in government saving. 

The short-term fluctuations in the savings ratios were more closely 
linked to the economy's cyclical situation in the case of government sav
ing than in the case of private or national saving. The average cyclical 
sensitivity of government saving in the period 1980-1995 is estimated at 
0.37, with a standard deviation of 0.10 and a notable correlation with eco-
nomic growth. By contrast, for private saving, the estimated cyclical sen
sitivity is negativo (destabilising), although the valué of the coefficient can 
only be said to be less than zero, with a 43 % margin of error, and the 
correlation with growth is mi. The fluctuations in the national savings ratio 
are of a weakly pro-cyclical sign, with average cyclical sensitivity of 0.2 in 
the period 1980-1995, insignificantly greater than zero, and a nil coeffi
cient of determination. As a result of the scant cyclical sensitivity of pri
vate consumption, national saving has a very weak stabilising bias, in-
duced by government saving. 
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In Spain, as in the other countries, national saving is more affected by 
the government sector than the prívate sector, whereas gross national 
capital formation is driven by prívate investment, and government invest-
ment has little impact. The trend in the ratio of national investment in re
cent decades is analogous, albeit with a lag, to that of savings. As seen 
in Chart IX.7, the behaviour of the national investment ratio is dominated 
by the movements in prívate investment as a percentage of GDP, slnce 
government Investment held much more stable. In turn, both trends re-
flect long-term movements similar to those of government saving and the 
budget déficit as percentages of GDP, wlth almost simultaneous turnlng 
points (1974, 1985, 1989 and 1993) and the same magnitude In their 
movements in the long run. 

The lower part of Chart IX.7 shows the behaviour of government In
vestment expenditure in terms of GDP In Spain slnce 1970, reflecting 
very low levéis to 1982, with a fall to less than 2 % in 1979 and 1980. 
This tendency later changed, and government Investment in Spain as a 
percentage of GDP climbed to levéis of more than 5 % in 1990-1991. The 
level of government investment in the past three years has declined by 
more than one percentage point, moving to less than 4 % of GDP. The 
fluctuations in government investment in terms of GDP reflect a complex 
pattern In the Spanish economy. In the early eighties there was a notable 
discretlonary increase In government investment, as part of a fiscal policy 
almed at offsetting the slackness in prívate Investment during that perlod 
of slow economic growth. This strong rate of expansión in government 
expenditure on Investment was temporarily halted in 1983 because of the 
delayed approval of the national budget for that year, but It resumed In 
1984-1985. In the next two years the growth In government Investment 
eased, exerting a stablllsing influence on aggregate demand, but slnce 
1988 the short-term swings in this variable have tended to have a fairly 
pro-cyclical proflle. 

The scant stablllsing impact of government investment is probably 
due to the hlgh proportion of total government Investment carried out by 
the regional and local governments, which are less sensitivo than the 
central government to considerations of macroeconomic stablllty. It 
seems that investment plans were traditionally carried out at the pace al-
lowed by the availability of resources, and thus, in the years of accelera-
tion in economic growth and government revenue, the investment activity 
of regional and local governments quickened. In addition, the central gov
ernment itself was often torced to adjust In the short run its timetable for 
undertaking investment projects, in circumstances in whlch the budget 
déficit could overshoot the objectives set for fiscal policy. These condi-
tioning factors undoubtedly influenced the scant cyclical sensitivlty of gov
ernment investment and Its nil correlatlon wlth economic growth, regard-
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CHART IX.7 
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less of the estimation period chosen. It can be concluded that the short-
term fluctuations in government investment were pro-cyclical and unsys-
tematic, with fairly destabilising effects on aggregate demand, which in 
some years were quite intense. 

Notable in the short-term fluctuations of nominal expenditure and real 
aggregate demand in the Spanish economy was the dominant influence 
of the strongly pro-cyclical pattern in the variations in gross national capi
tal formation in terms of GDP (see Chart IX.7), both at current prices 
(grey line) and at constant prices (black line), a pattern whose origin lies 
in the dominant influence of prívate investment. The average estimated 
cyclical sensitivity of the latter in the period 1980-1995 is 0.54, with a 
standard deviation of 0.09. The first-order autocorrelation between the 
residuals of this regression (0.24) is not very significant. The average 
cyclical sensitivity of gross national capital formation in the period 1980-
1995 is nearly 0.6, at both current and constant prices, with a standard 
deviation of less than 0.1, and a correlation of more than 0.7 with eco-
nomic growth. The residuals of the regression at current prices have a 
first- (0.34) and third-order (-0.34) autocorrelation, which can be reme-
died by introducing MA(1) and MA(3) terms in the equation, with the esti
mated cyclical sensitivity then becoming somewhat lower (0.5), with a t-
ratio of 4.39 and a coefficient of determination of 0.8. 

The weak counter-cyclical f luctuations of prívate saving and the 
strong pro-cyclical swings of prívate investment were not sufficiently off
set by the stabilising effects of fiscal policy. As a result, the saving/invest-
ment balance of the prívate sector and the national economy has had a 
pronounced counter-cyclical profile in the past 25 years, as seen in Chart 
IX.8. The cyclical sensitivity of the prívate sector's saving/investment bal
ance in the period 1980-1995 is estimated at -0.72, with a standard devi
ation of 0.25 and a correlation of 0.33 with economic growth. This means 
that, for each percentage point of deviation in the Spanish economy's real 
growth with respect to the average of these years (2.47), the saving/in
vestment balance of the prívate sector deviates, in the opposite direction 
of its average variation in the period (0.35), by some 0.76 percentage 
points of GDP, with its net lending declining by this same order of magni-
tude in expansión phases and increasing in recessive phases. These 
fluctuations are not entirely counteracted by the variations in the opposite 
direction in the general government saving investment/balance, whose 
average cyclical sensitivity in the period 1980-1995 is estimated at 0.33, 
with a standard deviation of 0.14 and a coefficient of determination of 
only 0.24, which denotes its unsystematic nature. Therefore, the Spanish 
economy as a whole has a saving/ investment balance that varios 
counter-cyclically by nearly 0.4 percentage points of GDP for each per-
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CHART IX.8 
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centage point of deviation of real growth with respect to the average in 
the period. 

From the standpoint of foreign trade, the saving/investment balance 
of the Spanish economy corresponds to the balance of current transac-
tions with the rest of the world, which is equal to exports minus imports 
plus the income and net current transfers received from the rest of the 
world. The importance of these flows of income and transfers, which rep-
resent the difference between GDP and gross national disposable in
come, is not very great, as seen when studying the latter variable. Net ex
ports of goods and services are therefore the determining factor in the 
behaviour of the balance of current transactions with the rest of the world. 
The left-hand coiumn of Chart IX.9 shows the exports and imports of 
goods and services at current prices as percentages of GDP at current 
prices. The bars in the right-hand coiumn show the deviations of econom-
ic growth - measured in the left-hand scale - with respect to the average 
in the period, together with the deviations of exports and imports as per
centages of GDP at current prices (grey line) and constant prices (black 
line) - both referring to the right-hand scale - in relation to the respective 
average variations in the period. Both the long-term behaviour and the 
short-term fluctuations in exports and imports as percentages of GDP re-
flect notable differences according to whether the variables are measured 
at current or at constant prices, due to the changos in the deflators of 
each with respect to the changos in the GDP deflator. 

The relativo weight of exports of goods and services in GDP varied lit-
tle in the first half of the seventies, but from 1975 to 1985 their weight in-
creased by more than nine percentage points at current prices and by 
more than seven percentage points at constant prices, a difference that is 
largely explained by the rise in the deflator of exports in relation to the 
GDP deflator from 113 in 1979 to 128 in 1984 (1990=100). In the second 
half of the eighties, this weight was reduced by nearly six percentage 
points at current prices, whereas the reduction at constant prices was 
less than one percentage point, because Spain's integration into the EC 
in 1986 and the greater stability of the exchange rato curbed the growth 
in export prices, with the result that the deflator of exports vis-á-vis the 
GDP deflator was 92 in 1991. In more recent years, this relativo deflator 
has remained stable, and therefore the increase in the weight of exports 
in GDP was similar at current and at constant prices (some seven per
centage points). 

The average cyclical sensitivity of exports at current prices in the peri
od 1980-1995 is estimated at -0.47, with a standard deviation of 0.16 and 
a correlation of 0.35 with economic growth. The estimated coefficient at 
constant prices is lower in absolute terms (-0.28), due to the fact that the 
fluctuations in the relativo deflator made the real fluctuations more pro-

188 



CHART IX.9 
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nounced between 1980 and 1992, as seen in the upper right-hand part of 
Chart IX.9. It can thus be said that exports at current prices were the ag-
gregate expenditure component that had the most powerful stabilising im-
pact on GDP, compensating by 80 % the fluctuations in the opposite di-
rection of gross capital formation at current prices (according to the ratio 
of the cyclical sensitivity coefficients presented in Table IX.4: 47/58). 
However, part of this compensation occurred through relativo price ad-
justments, and thus, in real terms, this compensation was approximately 
4 5 % (28/61). 

The changos in the relativo weight of imports at current prices in GDP 
at current prices were dominated by the variations in the respective defla-
tors. Between 1970 and 1985, the weight of imports at constant prices in 
GDP fluctuated between 10 % and 13 %, while this weight has increased 
twofold in the last ten years, exceeding 25 % in 1995. In addition, the 
jumps in the weight of imports at current prices in GDP at current prices, 
observed in Chart IX.9 in 1974, 1980-1981 and 1986, are due almost ex-
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clusively to the changes in oil prices in these same years, which raised 
the deflator of imports with respect to the GDP deflator (1990=100) from 
127 in 1973 to 156 in 1974, and from 113 in 1979 to 157 in 1981, and 
then reduced it from 160 in 1985 to 123 in 1986. 

Contrary to the findings for exports, the cyclical sensitivity of imports 
is much greater and more significant at constant than at current prices. 
The estimated coefficient for the period 1980-1995 at current prices is ni!, 
as is the correlation with economic growth. But, at constant prices, the 
estimated average cyclical sensitivity for these years is 0.34, with a stan
dard deviation of 0.09 and a coefficient of determination of 0.57. This indi-
cates that imports had very significant effects on the stabilisation of real 
demand and GDP, but did not exert an appreciable stabilising effect on 
aggregate expenditure, because in several periods the price and ex-
change-rate adjustments, reflected in the changes in their deflators rela
tivo to the GDP deflator, moved in the opposite direction to the adjust
ments in their quantities. 

To summarise, it should be noted that the relativo weakness of the 
stabilising effects of fiscal policy on average in the period 1980-1995 in 
Spain meant that foreign trade flows had to bear the onus of the cyclical 
adjustments in the structure of nominal expenditure (current prices) and 
real demand (constant prices). At current prices, the pro-cyclical fluctua-
tions in the weight of groas capital formation in GDP were scarcely atten-
uated by the fluctuations in the opposite direction of the weight of national 
consumption (less than 25 % ) , with exports undergoing a greater adjust-
ment in their relativo weight, while the contribution of imports was virtually 
ni!. At constant prices, national consumption did not adjust at all to the 
cyclical changes in the weight of gross capital formation in GDP, and, as 
such, imports and exports were the variables that adjusted in more or 
less equal proportions to stabilise real GDP. In addition, the increase in 
the stabilising capacity of Spanish fiscal policy estimated for the average 
of the period 1986-1995 is due, above all, to the adjustments made in the 
years 1986-1987, when the budget déficit was trimmed by nearly four 
percentage points of GDP, coinciding with the upturn in economic activity, 
and in 1993, when the effects of the recession were reflected in an in
crease of more than three percentage points of GDP in the budget déficit. 
In the other years, the adjustments in fiscal policy were fairly unsystemat-
ic, with an expansionary stance of a destabilising sign between 1988 and 
1991 and with restrictivo effects in 1992 and in 1994-1995. 
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CONCLUSIONS 

The main conclusions of this study are summarised, in the form of 
stylised facts, in the following points: 

1. The stabilising effects of fiscal policy opérate primarily on the ex-
penditure side and not on the revenue side (see Table X.1). This conclu
sión contrasts with the very widespread view that fiscal policy stabilisers 
basically affect revenue. 

2. Total revenue reflects no well defined cyclical sensitivity in any of 
the cases studied. When cyclical sensitivity is found, it has a stabilising 
effect in some cases (Japan) and a destabilising effect in others (Franco). 

3. Total expenditure always has a well defined cyclical sensitivity, 
and it has a high and systematic stabilising influence in all cases. 

4. The effects of fiscal policy on the disposable income of the prí
vate sector are always stabilising (see Table X.2). The cyclical sensitivity 
of national income is not significant, and therefore the cyclical adjust-
ments in the disposable income of the government and prívate sectors 
are strictly complementary. 

5. Current revenue reflects no homogeneous cyclical sensitivity in 
any of the countries studied. In general the destabilising components, 
such as social security contributions, counteract the stabilising influence 
of other elements, such as progressive taxes on personal income. 

6. Current transfers, and specifically welfare benefits, are the ele-
ment of income redistribution expenditure with the greatest stabilising im-
pact, with predominance over the effects of current revenue (except in 
Japan, where the stabilising effect of current taxes on income and wealth 
is more intense). Other transfers also help to stabilise the prívate sector's 
gross disposable income, but their magnitude is not very significant and 
their cyclical adjustments are not very systematic. 
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TABLE X.1 

CYCLICAL SENSITIVITY OF GOVERNMENT REVENUE AND EXPENDITURE (a) 
Annual change as a percentage of GDP 

s £ JaPan GermanyFrance ltaly K Í fdom sPain 

Total revenue 0.13 0.30 0.04 -0.23 -0.21 -0.02 0.03 
Total expenditure -0.41 -0.26 -0.27 -0.60 -0.55 -0.50 -0.40 
Net lending (+) or 

net borrowing (-) 0.55 0.56 0.31 0.37 0.34 0.48 0.43 

MEMORANDUM ITEM: 
Real GDP (rate) 2.58 3.22 2.99 2.00 2.57 2.45 2.47 

(a) Estimation period: United States, 1968-1995; Japan, 1979-1995; Germany, 1966-1995; France, 
1983-1995; ltaly, 1971-1995; United Kingdom, 1982-1995; Spain, 1980-1995. 

7. The direct stabilising effects of fiscal policy on nominal expendi
ture and on real demand are solely derived from government consump-
tion and not from investment, whose cyclical sensitivity is generally nil 
(except in Japan in the last few years) (see Table X.3). This conclusión 
contrasts with the generally accepted view that government investment 
- the most discretionary expenditure Item - has a significant stabilising 
capacity, and it suggests that the nature of the stabilising effects of fiscal 
policy on the expenditure side is essentially "automatic", in that they stem 
from operations (welfare benefits and compensation of employees) in 
which the margin of the authorities' discretion is scant. 

8. In nominal expenditure and real demand, prívate investment 
- and, by extensión, gross national capital formation, whose cyclical sen
sitivity is dominated by prívate investment - is the destabilising (or revital-
ising) component in aggregate demand, with very high and systematic 
cyclical sensitivity, while the other demand components exert a stabilising 
influence. 

9. Prívate consumption has a stabilising effect that reflects, more or 
less, the stabilising influence of fiscal policy on private-sector disposable 
income, except in Britain, where the cyclical adjustments in prívate con
sumption are not very significant and are rather destabilising. 

10. Prívate saving reflects a generally counter-cyclical sensitivity 
- often not significant - that limits the financial autonomy of the prívate 
sector. Note that the stabilisation of private-sector disposable income 
also leads to a stabilisation of prívate saving, whose weight with respect 
to GDP tends to fall in expansión phases - when the prívate sector has a 
greater need for funds to finance the increase in investment - and vice 
versa. 
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TABLE X.2 

STABILISING EFFECTS OF DISPOSABLE INCOME (a) 
Annual change as a percentage of GDP 

StóS JaPan Germany France ltaly Kngdom SPain 

GENERAL GOVERNMENT: 

Current revenue 0.13 0.30 0.03 -0.23 -0.21 -0.02 0.03 
Taxes on production 

and imports -0.03 0.02 0.02 -0.04 0.00 -0.04 0.00 
Taxes on income 0.16 0.28 0.07 -0.07 -0.10 0.04 0.18 
Social security contributions . 0.00 -0.03 -0.04 -0.10 -0.09 0.00 -0.06 
Other revenue 0.00 0.02 -0.01 -0.03 -0.02 -0.02 -0.08 

Current transfers -0.25 -0.15 -0.22 -0.37 -0.33 -0.30 -0.27 
Welfare benefits -0.23 -0.12 -0.23 -0.26 -0.20 -0.29 -0.13 
Subsidies -0.00 -0.00 0.01 -0.12 -0.04 -0.03 -0.04 
Interest payments -0.03 -0.02 -0.03 -0.05 -0.08 0.01 -0.10 
Other transfers 0.01 -0.00 0.03 0.07 -0.02 0.01 -0.00 

Groas disposable income . . 0.38 0.44 0.25 0.14 0.12 0.28 0.30 

PRIVATE SECTOR: 
Gross disposable income -0.39 -0.41 -0.27 -0.15 -0.09 -0.34 -0.25 

NATIONAL ECONOMY: 
Gross disposable income . . . -0.00 0.03 -0.01 -0.01 0.03 -0.06 0.05 

MEMORANDUM ITEM: 
Real GDP (rate) 2.58 3.22 2.99 2.00 2.57 2.45 2.47 

(a) Estimation period: United States, 1968-1995; Japan, 1979-1995; Germany, 1966-1995; France, 
1983-1995; ltaly, 1971-1995; United Kingdom, 1982-1995; Spain, 1980-1995. 

11. As a result of these cyclical adjustments in prívate saving and in-
vestment, the saving/investment balance of the prívate sector as a percent
age of GDP is strong and very systematically counter-cyciical. This conclu
sión is consistent with the idea that monetary policy may have asymmetrical 
effects over the cycle, this being much more effective in curbing an expan
sión than in spurring the economy as it moves out of recession. 

12. Government saving shows significant and systematic cyclical 
sensitivity in all the countries, which constitutes a measure of the stabilis-
ing effects of fiscal policy on private-sector disposable income, via current 
revenue and transfers, and on nominal aggregate spending, via govern-
ment consumption. 

13. The saving/investment balance of the public sector adjusts pro-
cyclically and thus tends to offset the counter-cyciical adjustments in the 
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TABLE X.3 

CHANCES IN THE BREAKDOWN OF NOMINAL 
EXPENDITURE AND REAL DEMAND (a) 
Annual change as a percentage of GDP 

United 
States Japan Germany France Italy United 

Kingdom Spain 

National consumption 
Prívate 
Government 

-0.40 -0.28 -0.35 -0.50 -0.20 
-0.23 -0.21 -0.25 -0.25 -0.10 

-0.10 

Gross national saving. 
Prívate 
Government 

-0.17 -0.07 

0.40 0.31 
-0.16 -0.20 
0.56 0.52 

National investment 
Prívate 
Government 

National saving/investment 
balance (1+2 = 3 - 4 + 5). . . 

1. Prívate 
2. Government 
3. Exports 
4. Imports 
5. Income and transfers .. 

0.54 
0.56 

-0.02 

-0.15 
-0.71 
0.57 

-0.05 
0.10 

-0.00 

0.47 
0.63 

-0.16 

0.34 
-0.02 
0.36 

0.48 
0.45 
0.03 

-0.25 -0.10 

0.49 0.23 
0.10 
0.39 

0.75 
0.72 
0.03 

0.01 
0.22 

0.82 
0.84 

-0.02 

-0.17 
0.05 

-0.22 

0.11 
-0.40 

0.50 

-0.13 
-0.07 
-0.07 

0.19 
-0.18 
0.37 

0.51 0.58 
0.52 

-0.02 

-0.16 -0.14 -0.26 -0.59 -0.40 
-0.84 -0.47 -0.62 -0.83 -0.92 

0.33 0.36 0.25 0.52 
0.02 0.13 -0.05 -0.20 
0.16 0.38 

0.68 
0.06 
0.25 
0.03 -0.01 -0.01 

0.57 0.13 
0.03 -0.06 

REAL DEMAND (b): 
Prívate consumption -0.18 
Government consumption . . . -0.18 
Gross capital formatíon 0.52 

-0.18 
-0.09 
0.37 

-0.16 
-0.12 
0.43 

-0.25 
-0.23 

0.71 

-0.06 
-0.16 

0.51 

0.13 
-0.23 
0.34 

Exports -0.02 -0.06 0.06 0.04 -0.10 -0.14 
Imports 0.15 0.04 0.21 0.27 0.20 0.10 

0.54 
0.04 

-0.39 
-0.72 
0.33 

-0.47 
-0.02 
0.05 

0.06 
-0.05 

0.61 
-0.28 

0.34 

MEMORANDUM ITEM: 
Real GDP (rate) 2.58 3.22 2.99 2.00 2.57 2.45 2.47 

(a) Estimation period: United States, 1968-1995; Japan, 1979-1995; Germany, 1966-1995; France, 
1983-1995; Italy, 1971-1995; United Kingdom, 1982-1995; Spain, 1980-1995. 

(b) Annual change in variables at constant prices, as percentage of GDP at constant prlces. 

prívate sector's saving/investment balance. This compensation is greater 
the more important the direct stabilising effects of fiscal policy on aggre-
gate demand, vía general government consumption and investment, in 
comparison with the stabilising effects of private-sector disposable in
come. This conclusión further supports the view that the stabilising ef
fects on aggregate demand of expenditure on goods and services are 
more powerful than those of income redistribution. 

14. The saving/investment balance of the national economy is gen-
erally pro-cyclical, albeit not very systematically so, due to the fact that 
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the pro-cyclical adjustments in the government balance do not fully offset 
the counter-cyclical adjustments in the prívate balance. In this respect, it 
can be said that the stabilising effects of fiscal policy were not sufficient in 
any country to stabilise national demand, with the result that the external 
sector performed a complementary function in the stabilisation of GDP. 

15. Exports did not have a significant stabilising impact on GDP in 
most of the countries studied (except Spain), because, as expected, they 
were found to depend more on the external economic situation than on 
domestic developments. 

16. Imports played the primary stabilising role in the external sector, 
adjusting the fluctuations of final demand (national demand plus exports) 
to those of GDP. 

17. Changes in relative prices (deflators) had no significant influ-
ence on the cyclical adjustments in national demand, as shown by the 
comparison of the cyclical sensitivities of consumption and investment at 
current and constant prices. The influence was greater on investment 
than on consumption. By contrast, this influence was much greater on ex
ternal demand (due to the greater variability of the prices of tradeables 
and exchange rates), especially on imports. 

195 





R E F E R E N C E S 

AOKI, M. (1990). "Towards an Economic Model of the Japanese Firm", Journal of 
Economic Literature, 28, No. 1. 

BALDASARRI, M. (1995). The Italian Economy: IV^af A/exí? Macmillan, London. 
BANCA D'ITALIA (1993). Relazione Anuale per il 1992, Rome. 
BANQUE DE FRANGE (1975). Compte Rendu, 1974, Paris. 
BARCA, F. and Visco, I. (1992). L'economia italiana nella prospetiva europea: 

terziario protetto e dinámica del redditi nominali, Banca d'Italia, Rome. 
BEAN, CH. (1990). "The External Constraint in the UK", in Alogoskoufis, Papade-

mos and Portes (eds.). External Constraints in Macroeconomic Policy, Cam
bridge University Press. 

BLANCHARD, O. J. (1991). New Classicals and New Keynesians. The Long Pause, 
Saint Louis Fed Conference on Business Cycles. 

BOSKIN, M. J. (1987). Reagan and the US Economy, International Centre for Eco
nomic Growth, 1CS Press, San Francisco. 

BUNDESBANK (1984). Annual Report 1983, Frankfurt. 
DRÉZE, J. et al. (1988). "The Two-handed Growth Strategy for Europe: Autonomy 

through Flexible Co-operation", Recherches Economiques de Louvain, 54, 1. 
FELDSTEIN, M. (ed.) (1980). The American Economy in Transition, University of 

Chicago Press, Chicago. 
— (1994). American Economic Policy in the 1980s, University of Chicago Press, 

Chicago. 
FUENTES QUINTANA, E. (1990). Las reformas tributarias en España. Teoría, histo

ria y propuestas, Ed. Crítica, Barcelona. 
GARBERO, P. (1994). L'ltalia di fronte al debito pubblico e all'integrazione mone

taria europea, Giappichelli, Turin. 
GIAVAZZI, F. and SPAVENTA, L. (1989). "Italy: The Real Effects of Inflation and Dis-

inflation", Economic Policy, No. 4. 
GÓMEZ, A. L. and ROLDÁN, J. M. (1995). Análisis de la política fiscal en España 

con una perspectiva macroeconómica (1988-1994), Estudios Económicos, 
No. 53, Banco de España, Madrid. 

GREÍDER, W. (1989). Secrets of the Temple: How the Federal Reserve Runs the 
Country, Simón and Schuster, New York. 

HANSEN, B. and SNYDER, W. (1969). Fiscal Policy in Seven Countries: 1955-1965, 
OECD, Paris. 

HELLER, W. W. (1966). New Dimensions of Political Economy, Harvard University 
Press, Cambridge, Massachusetts. 

HELLER, W. W. et al. (1968). Fiscal Policy for a Balanced Economy: Experience, 
Problems and Prospects, OECD, Paris. 

197 



ISHI, H. (1993). TheJapanese Tax System, Clarendon Press, Oxford. 
ITO, T. (1992). TheJapanese Economy, MIT Press, Cambridge, Mass. 
JAMES, H. (1996). International Monetary Cooperation since Bretton Woods, 

Oxford University Press. 
KUROSAKA, Y. (1987). Fiscal Policy in Postwar Japan, Japanese Economic Stud-

ies, spring 1989. 
LAWSON, N. (1992). The View from No. 11: Memoirs of a Tory Radical, Bantam 

Press, London. 
LUCAS, R. E. (1979). "A review of Paul McCracken et al.: Towards Pulí Employ-

ment and Price Stability: A Report to the OECD by a Group of Independent 
Experts", in Brunner, K. and Meltzer, A. H. Policies for Employment, Pnces 
and Exchange Rates, Carnegie-Rochester Series on Public Policy, North-Hol-
land, Amsterdam. 

— (1980). "Rules, Discretion and the Role of the Economic Adviser", in S. Fisher 
(ed.). Rational Expectations and Economic Policy, University of Chicago 
Press, Chicago. 

MARSTON, R. (ed.) (1988). Misalignment of Exchange Rates: Effects on Trade and 
Industry, University of Chicago Press, Chicago. 

MARTÍN, P. and COMÍN, F. (1991). INI. 50 años de industrialización en España, 
Espasa Calpe, Madrid. 

MCCRACKEN, P. et al. (1977). Towards Full Employment and Price Stability: a Re
port to the OECD by a Group of Independent Experts, OECD, Paris, June. 

OECD (1990). "Progress in Structural Reform", supplement to Economic Out
look, 47. 

OXLEY, H. and MARTIN, J. P. (1991). Controlling Government Spending and 
Déficits: Trends in the 1980s and prospecte for the 1990s. OECD Economic 
Studies, No. 17. 

PADOA-SCHIOPPA, T. (1994). The Road to Monetary Union in Europe, Oxford Uni
versity Press. 

SAMUELSON, P. A. (1948). "The Simple Mathematics of Income Determination", in 
Income, Employment and Public Policy, Essays in Honor of Alvin H. Hansen, 
Norton and Company. 

SERVICIO DE ESTUDIOS DEL BANCO DE ESPAÑA (1997). La política monetaria y la in
flación en España, Alianza Editorial, Madrid. 

SHIBATA, H. T. (ed.) (1993). Japan's Public Sector: How the Government is Fi-
nanced, University of Tokyo Press. 

SUZUKI, Y. (1980). Money and Banking in Contemperan/ Japan: The Theoretical 
Setting and its Application, Yale University Press, New Haven. 

TAKENAKA, H. (1991). Contemperan/ Japanese Economy and Economic Policy, 
University of Michigan Press, Michigan. 

TOBIN, J. (1972). The New Economics One Decade Older, Princeton University 
Press, Princeton, New Jersey. 

— (1980). Stabilization Policy Ten Years After, Brookings Papers on Economic 
Activity, 1. 

TRIFFIN, R. (1960). Gold and the Dollar Crisis: The Futuro of Convertibility, Yale 
University Press, New Haven, Connecticut. 

YAMAMURA, K. y YASUBA, Y. (eds.) (1987). The Political Economy of Japan, Stan-
ford University Press, Stanford, California. 

YERGIN, D. (1991). The Prize, Harper-Collins, Glasgow. 

198 



PUBLICATIONS IN THE «ECONOMIC STUDIES» 
SERIES OF THE BANCO DE ESPAÑA 

RESEARCH DEPARTMENT (1) 

14. José María Bonilla: Funciones de importación y exportación en la-economía españo
la (1978). 

15. Antoni E s p a s a : El paro registrado no agrícola, 1964-1976: un ejercicio de análisis 
estadístico univariante de series económicas (1978). 

16. Miguel Ángel Arnedo Orbañanos: Formulación de un índice de posición efectiva de 
la peseta mediante medias geométricas (1978). 

17. Adolfo Sánchez Real: La financiación del sector eléctrico. La utilización del mercado 
de valores (1979). 

18. Antoni E s p a s a : La predicción económica (1980). 

19. Agustín Maravall: Desestacionalización y política monetaria. La serie de depósitos 
del sistema bancario (1981). 

20. Pedro Martínez Méndez: El control monetario a través de la base monetaria: la expe
riencia española (1981). 

21 . Agustín Maravall: Errores de medición del crecimiento a corto plazo de series mone
tarias desestacionalizadas: una fundamentación estadística de las bandas de toleran
cia (1981). 

22. Ricardo Sanz: Métodos de desagregación temporal de series económicas (1982). 
(There's an English edition of this publication in Working Paper no. 8313.) 

23. Pedro Martínez Méndez: El proceso de ajuste de la economía española: 1973-1980 
(1982) (*). 

24. Rafael Álvarez Blanco: El sector público en España: clasificación, fuentes y cuentas 
(1982) (*). 

25. Agustín Maravall: Detección de no-linealidad y predicción por medio de procesos 
estocásticos bilineales con una aplicación al control monetario en España (1982). 

26. Jesús Albarracín Gómez: Las tendencias básicas de la población, el empleo y el 
paro en el período 1964 a 1980 (1982). 

27. Juan José Dolado: Procedimientos de búsqueda de especificación dinámica: el caso 
de la demanda de M3 en España (1982). 

28. J imena García-Pardo: La demanda de fuel-oil en España (1982). 

29. Gonzalo Gil: Spanish Financial System (1986). (The Spanish original of this publica
tion has the same number.) 

30. Claire Craik: La formación de los precios alimenticios: 1968-1981 (1983). 

31 . José Luis Malo de Molina: Las series desagregadas de salarios (1983). 

32. Antoni E s p a s a : Un estudio econométrico de la tasa de variación del empleo de la 
economía española (1983). 

33. José Viñals: Los shocks de oferta y el proceso de ajuste macroeconómico (1983). 

34. José Luis Malo de Molina: ¿Rigidez o flexibilidad del mercado de trabajo? La expe
riencia española durante la crisis (1983). 

35. Joaquina Paricio Torregrosa: La dinámica salarial en el período 1963-1976. Un 
análisis desagregado (1984). 

(1) In publishing this series of in-house documents drafted by its Research Department, the Banco 
de España seeks to disseminate studies of interest that will help acquaint readers better wlth the Spanish 
economy. However, the opinions expressed in these studies are those of thelr authors; they are not 
necessarily those of the Banco de España. 

(*) Publications marked with an astefisk are out of stock. 



36. Ignacio Mauleón: La demanda de activos de caja del sistema bancario en el período 
1978-1982: un estudio empírico (1984). 

37. Gonzalo Gil: Aspectos financieros y monetarios de la integración española en la 
Comunidad Económica Europea (vol. extra) (1985). 

38. Fernando Gutiérrez y Eduardo Fernández: La empresa española y su financiación 
(1963-1982). (Análisis elaborado a partir de una muestra de 21 empresas cotizadas 
en Bolsa) (1985). 

39. Pedro Martínez Méndez: Los gastos financieros y los resultados empresariales en 
condiciones de inflación (1986). 

40. Ignacio Mauleón, José Pérez Fernández y Beatriz Sanz: Los activos de caja y la 
oferta de dinero (1986). 

41 . María Dolores Grandal Martín: Mecanismos de formación de expectativas en merca
dos con retardo fijo de oferta: el mercado de la patata en España (1986). 

42. J . Ruiz-Castillo: La medición de la pobreza y de la desigualdad en España, 1980-
1981 (1987). 

43. I. Argimón Maza y J . Marín Arcas: La progresividad de la imposición sobre la renta 
(1989). 

44. Antonio R o s a s Cervantes: El Sistema Nacional de Compensación Electrónica (First 
edition, 1991. Revised second edition, 1995). 

45. María Teresa Sastre de Miguel: La determinación de los tipos de interés activos y 
pasivos de bancos y cajas de ahorro (1991). 

46. José Manuel González-Páramo: Imposición personal e incentivos fiscales al ahorro 
en España (1991). 

47. Pilar Álvarez y Cristina Iglesias-Sarria: La banca extranjera en España en el perío
do 1978-1990 (1992). 

48. Juan Luis Vega: El papel del crédito en el mecanismo de transmisión monetaria 
(1992). 

49. Carlos Chuliá: Mercado español de pagarés de empresa (1992). 

50. Miguel Pellicer: Los mercados financieros organizados en España (1992). 

51 . Eloísa Ortega: La inversión extranjera directa en España (1986-1990) (1992). 

52. Alberto Cabrero, José Luis Escrivá and Teresa Sastre: Demand equations of the 
new monetary aggregates (1992). (The Spanish original of this publication has the sa
me number.) 

53. Ángel Luis Gómez Jiménez and José María Roldán Alegre: Analysis of fiscal policy 
in Spain: A macroeconomic perspective (1988-1994) (1995) (The Spanish original of 
this publication has the same number.) 

54. Juan María Peñalosa: El papel de la posición financiera de los agentes económicos 
en la transmisión de la política monetaria (1996). 

55. Isabel Argimón Maza: El comportamiento del ahorro y su composición: evidencia em
pírica para algunos países de la Unión Europea (1996). 

56. Juan Ayuso Huertas: Riesgo cambiarlo y riesgo de tipo de interés bajo regímenes al
ternativos de tipo de cambio (1996). 

57. Olympia Bover, Manuel Arellano and Samuel Bentolila: Unemployment duration, 
benefit duration, and the business cycle (1996). (The Spanish original of this publication 
has the same number.) 

58. José Marín Arcas: Stabilising effects of fiscal policy. Volume I and II (1997). (The 
Spanish original of this publication has the same number.) 








	Portada
	Contents
	V. Germany
	VI. France
	VII. Italy
	VIII. Britain
	IX. Spain
	X. Conclusions
	References

