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Subject: Netherlands - Staff Report for the 1983 Article IV Consultation

The following corrections have been made in SM/84/47 (2/15/84):

Page 6, line 1ll: for "1983 level” read "1984 level”

Page 7, 2nd full para., line 3: for "end-1983" read "end-1982"

Page 10, lst full para., line 1l: for "Demand for money"”
read "The liquidity ratio”

Page 17, 2nd full para., lines 10 and 11: for "A limit may have been
reached, but further reductions of"
read "Reductions of"

line 13: for "further reductions”
read "labor cost reductions”

Page 18, 2nd full para., line 13: for “"with crucial loss”
read "or will result only in further
crucial loss”

Corrected pages are attached.
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(As a percentage of GDP; 1980 prices)

Netherlands Italy Germany Sweden United Kingdom

Share of consump-
tion expenditures
in GDP 66 64 54 52 51

Source: OECD, National Accounts.

The growth of the intermediation of resources through the public
sector, largely for purposes of soclal security, and the shift in the
production pattern toward consumption and consumption-related services
all reduced the ability of the Dutch economy to respond to the changing
character of the international environment. Concomittantly, the flexi-
bility of the economy has been reduced through extensive regulation of
wage and price formation and in other fields as well., This is particu-
larly apparent in the labor markets, which have shown increasingly less
adaptability to changing demand and supply patterns. Statutory wage
controls have eroded pay differentials across sectors and occupations and
have reduced labor flexibility and mobility to a crippling extent.
Restrictions on the dismissal of workers have prevented enterprises from
making necessary short-run adjustment in their labor forces, and by
contributing to business failures strongly undermined the intentions
behind these restrictions. 1In fact, a major part of the recent fall in
employment stems from the rising tide of business closures rather than
from temporary layoffs. At the same time, high social benefit payments
in relation to average wages have reduced incentives to move off the
public benefit rolls.,

The loss of adjustment potential of the economy, the erosion of
business profitability, and the effects of a relatively high real
exchange rate at a time when the growth of world trade was declining,
all contributed to the sustained fall of domestic demand over the past
several years. Policies, which since 1979 have been oriented toward
controlling the growth of the public sector, reducing rigidities in the
market sector, and increasing competitiveness, tended in their initial
effects to compound the recessionary tendencies. These in turn have
contributed to the increase in the share of public expenditures in NNI
by 2 I72 Percentage points per annum between 1980 and 1983, despite the
continuing efforts of the Government to contain this trend. Although the
collective burden }/ rose from 52.6 percent of NNI to 55.9 percent over

1/ Taxes, social security contributions, and revenues of a tax
character.
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the same period-—-despite a policy commitment to reduce it——-the public
sector deficit has risen from 7.2 percent of NNI to 11.6 percent. With
this rise, a new dyrnamic has been added to public expenditure through the
acceleration of interest payments on the public debt. The latter, which
up to the mid-1970s equaled 3.3 percent of NNI, rose sharply to 6.7 per-
cent in 1983 (Chart 6). The authorities estimate that, if the target of
reducing the public sector deficit to 7 1/2 percent of NNI by 1986 can be
achieved, the interest payment burden in the Central Government's debt,
which accounts for two thirds of public sector debt, can be stabilized at
6.3 percent of NNI from 1986 on. However, if the deficit remains at its
1984 level, interest payments will equal about 8 percent of NNI by 1988
and pre-empt 21.7 percent of central government revenues against 11.8 per-
cent in 1983. 1/

The current Government, when it took office in 1982, put priority
on regaining control of public expenditures and of the deficit. Although
well aware that the most recent increases in the public sector deficit
had beern largely the result of the deeperning of the recession and of a
significant erosion of employment opportunities, it decided that a broad-
ening and intensification of the policies dealing with the structural
imbalances was imperative if the downward trends in the economic activity
were to be reversed and if an upswing in world demand was to be translated
into a sustaired recovery in the Netherlands as well.

IIT. Report of the Mission

1. Overview

The underlying problems of the Dutch economy pose a number of policy
dilemmas for the authorities. Most important, a return of flexibility
to the economy requires shrinking the size of the public sector, but
this implies a possible further reduction of domestic demand. Second,
the large current account surplus and the increase in competitiveness
associated with wage moderation and low inflation prevent the use of the
exchange rate instrument to increase business profitability and overall
demand. Finally, to allow investment activity to resume, enterprises .
must have the opportunity to continue to reconstitute their balance _
sheets, which implies further increases in the monetary aggregates, but
carries the risk that the resulting liquidity overhang could regenerate
inflationary pressures down the line.

Faced with these dilemmas the Government has decided that there is
no room left for expansionary fiscal policies. In fact, the 70 percent
rise of the public sector deficit in terms of NNI over the past three

TYZMThis assuines 4 percent annual growth of NNI in nominal terms and
interest rates falling to 6 percent in 1988 if the deficit is reduced, .
but remaining at 9 percent in the absence of a reduction.
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years at the same time that unemployment rose from 6 to 14 percent of the
labor force 1/ has convinced the authorities that it no longer is possible
to draw a clear distinction between structural and countercyclical poli-
cies. Accordingly, the authorities have adopted a threepronged policy
approach that accepts possible further negative effects on domestic expen-—
diture in the short-term in favor of what is believed to be a greater
payoff in the medium term. The three interlinked policy lines, therefore,
deal with the underlying imbalances in the economy. First, public finan-
ces must be brought under control; second, the responsiveness of the
market sector must be increased; and third, given the high and rising

rate of unemployment, efforts to reduce working hours and thereby redis-
tribute work opportunities must be undertaken. The discussions focused

on these policy lines.

a. Fiscal policy

When the Government took office in 1982, the efforts to achieve
control of public finances were articulated along two lines: (i) stabili-
zation and eventual reduction of the collective burden in order to give
the private sector more room to respond to market stimuli; and (ii) a
steady reduction of the public sector borrowing requirement, by about
1 percentage point of NNI a year, to a level of 7.5 percent of NNI in
1986.

The 1983 budget inherited from the caretaker Government included
already some elements of this policy orientation: public salaries and
social berefits were frozen at their end-1982 level, social security
contributions were raised; and miscellaneous cuts were implemented in
departmental budgets for a total package of some f, 13 billion or nearly
half the budget deficit in 1982, In early 1983, it became clear that
both revenue and expenditures were off track and the earlier efforts were
augmented by new spending cuts, further increases in social security
contributions, and higher taxes on gasoline. Preliminary estimates
suggest that the net financing requirement of the public sector has risen
from 10.0 percent of NNI in 1982 to 11.6 percent in 1983 and the collec-
tive burden from 55.0 percent to 55.9 percent. On current estimates,
1983 will be the first year since 1979 in which the budgeted deficit has
not been overshot, although the outcome for the collective burden would
continue to exceed estimates. However, there is some evidence that the
improvement in the expenditure trend in late 1983 may stem in part from
some postponement of payments into 1984, indicating that the fight to
overcome the dyramics of the growth of expenditures has not been won as
vyet.

In view of the difficulties encountered in restrairing expenditure
in 1983.and consistent with its basic strategy of reducing the size of
the public sector, the Govermment in the 1984 budget has intensified its
effort to cut public spending. Nominal salaries in the public sector
were cut by 3 percent effective January 1, 1984 as were certain social
security benefits., Further budgetary measures include freezing of child

i/ Standardized definition.



support allowances, changes in medical insurance coverage, and savings in -
the cost of health care for a total of some f. 7.5 billion. The cuts in
social benefits made room for the reduction of employers' contributions

to the social security system, which in turn will bring about some decline
in the very high level of indirect wage costs. 1In addition, corporate
profit taxes will be cut by 5 percentage points to 43 percent in 1984

and, if budgetary conditions permit, by a further 3 percentage points to
40 percent in 1985, with comparable tax reductions for nonincorporated
businesses and various measures to stimulate venture capital and help
small and medium-sized enterprises will be introduced. The net budgetary
cost of these measures will be small in 1984 and 1985, but the cut in
profit taxes is expected to be helpful both in improving the business
climate and providing a stimulus to the inflow of foreign direct
investment.

Although the net cost of the tax relief to business is relatively
small and the social security measures are about balanced, the proposed
expenditure cuts will not suffice to meet the objective of some decline
of the deficit as a percentage of NNI. Accordingly, direct and indirect
taxes are being increased through the continuation of the temporary
income tax surcharge, restrictions on income tax deductions, increases in -
excise taxes on alcohol and tobacco, and a 1 percentage point rise in the
value added tax tariffs. Because of the inflation adjustment of the tax
structure, which will be maintained in 1984, and the continued fall of
domestic demand, the collective burden is expected to fall slightly, to
55.0 percent of NNI, but the deficit will still rise fractionally to
12.1 percent.

In discussing the considerations behind the budget proposals, the
authorities noted that major emphasis was being placed on transferring
resources from the housechold sector to enterprises and on reducing the
size of the public sector in the process. Although no explicit choice
had been made between reducing either the collective burden or the public
sector deficit as budgetary room was provided, it emerged during the
discussions that policy emphasis was directed toward the reduction of the
deficit. The authorities clearly were prepared to raise taxes, rather
than to seek further expenditure cuts, if an overshooting of the target
for the public sector deficit should appear likely. 1In that respect,
there was already some evidence that the tax relief proposed for enter-
prises in 1985 might not materialize and that the cuts in social security
benefits proposed for mid-1984 might either be postponed or be reshaped.
The authorities, while still holding to their goal of reducing the public
sector deficit to 7 1/2 percent of NNI in 1986, basically acknowledged
that this no longer appeared to be a realistic target. Efforts to bring
expenditure trends in line with the target would require a considerably
tighter expenditure policy than that for 1984, which is perceived as

-befﬁgiéiready-politically very courageous.

In considering the medium-term projections provided by the Central
Planning Bureau (CPB), the authorities noted that, even with a relatively
favorable assumption regarding the growth of external markets, the public
sector deficit would remain at current levels of NNI without discretionary




increases in taxes. That is, the growth dividend, according to the
properties built into the CPB model, would benefit the private sector and
the tax burden would decrease, leaving the public sector deficit rela-
tively unchanged. It appeared that, in order to realize the deficit
target, the authorities would be prepared to reappropriate the growth
dividend, keeping the collective burden at current levels through discre-
tionary measures rather than fashion further expenditure cuts.

b. Monetary and exchange rate policy

The long-term objectives of modetary policy in the Netherlands have
been to ensure a stable link with the deutsche mark and to sustain domes-
tic activity while preventing upward pressure on prices. Until recently,
these objectives translated principally into maintaining a policy of
gradually reducing the national liquidity ratio and of keeping short-
term interest rates In line with German interest rates. In the last two
years, however, in view of the low domestic inflation and high unemploy-
ment rates, the objective of reducing the liquidity ratio has given way
to the prevention of an excessive increase. Since 1982 no formal quanti-
tative targets have been set for monetary expansion and the controls on
bank credit have been suspended, although the reporting framework has
been kept in place so as to allow prompt action to be taken if necessary.

As a consequence of this policy, the rate of monetary expansion in
the Netherlands steadily accelerated from 3.9 percent in 1980 to an esti-
mated 10 percent in 1983. On the supply side, this rapid acceleration
was propelled mainly by, first, large inflows through the balance of
payments, which contributed almost half the total monetary creation in
1981-83 and, second, the large borrowing requirement of the public sector,
which in the last couple of years was financed increasingly by long-term
bank credits. Since these credits were not covered by a corresponding
increase in banks' long—term resources, this form of financing of the
public sector has become a prime source of monetary creation from 1982
on, even though direct monetary financing of the public sector has been
declining. 1In contrast, credit to the nonfinancial private sector which,
on average, contributed 9 percentage polnts annually to monetary creation
over the period 1973-80 has virtually ceased to grow as households, on
balance, repaid credit and loan demand from business for investment pur-—
poses dried up.

The rapid growth of money balances has been reflected in a consider-
able increase in the liquidity ratio by 2 percentage points each in 1982
and 1983. Part of the increase results from the particular definitions
employed by the Netherlands Bank for the broader monetary aggregates.
Thus, M2 will rise with a move out of savings deposits into securities.
Since this would be largely motivated by interest rate considerations, it
.is siewed as a portfolio shift rather than a reduction in the propensity
to save and thus involves no change in underlying trends. Similarly, a
significant part of the increase in the personal savings rate in 1981 and
1982 had been in contractual savings with pension funds and insurance
companies and recent reductions in the free personal savings rate could
reflect the end of such restructuring of savings portfolios. A further
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factor influencing savings deposits may have been the effect of recent
measures to close off possibilities for tax evasion on interest earnings
on savings certificates held by households.

The liquidity ratio in the economy appeared to be rising at an under-—
lying rate of 1/4 percentage point per annum. The underground economy--
the size of which was estimated at 10-15 percent of GDP--seemed to have
had no discernible effect on the growth of demand for money. Technologi-
cal changes in the banking sector were held to account for a considerable
part of this increase. The remaining rise in the liquidity ratio largely
seemed to be concentrated in increased holdings of time deposits by the
corporate sector. This reflects the process of the strengthening of
business balance sheets, which is viewed as an essential precondition for
an upturn in investment. The liquidity balances, therefore, were con-
sidered to present no immediate inflationary danger, but were expected
eventually to lead to an acceleration of imports of investment goods.
Since the depressed state of investment activity is a major factor in the
present large balance of payments surplus, a revival of investment
spending would speed external adjustment as well. A further reason for
the relatively relaxed monetary policy stance is that inflation in the
Netherlands is low compared to that in other industrialized countries.
For the time being, the authorities, therefore, intend to continue this
policy stance and no formal targets have been set for 1984.

The authorities noted that, against a background of rising capacity
utilization, they would indeed view the inflationary potential of contin-
uing increases in the liquidity ratio with concern. However, the large
and rising current account surplus coupled with a growing PSBR limited
their effective means of control. Still, they would be prepared to take
action to restrict monetary growth if the liquidity overhang appeared to
become excessive. In particular, reintroduction of ceilings on the
extension of bank credit, perhaps also including credit to the public
sector, may be considered.

Although monetary ease would accommodate inflationary tendencies, a
more direct cause of such tendencies would be a rise in import prices,
and the control of inflation, therefore, would be linked directly to
exchange rate policy. The close link of the Dutch guilder to the deutsche
mark constituted the cornerstone of this policy. This link also was a
crucial element for the credibility of the central bank. In the bank's
view, a firm position of the Dutch guilder in the exchange markets deter-
mines the scope for a reduction of interest rates; lower capital costs,
in turn, were considered a crucial factor for increasing investment, with
positive effects on the competitive position of enterprises as well. 1/

The importance for confidence of the exchange rate link with the
deutsehre mark was-highlighted at the time of the EMS realignment of March

l]AVThe central bank estimates that, given the size of the outstanding
debt of enterprises, a 1 percent reduction in the level of interest
rates has an equal effect on profitability as a 1 percent reduction of
wages.
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the lack of profitability in the business sector, and the rigidities in
the labor and product markets, would not only erode the Government's
credibility, but would materially impede the recovery.

With regard to public finances, the Government is taking courageous
steps toward containing just those expenditures that have shown the
fastest growth trends. But these steps represent only the first stage
in what necessarily will be a long and arduous process. The difficulties
in achieving the budget objectives for 1983--and particularly the fact
that the continued tendency toward overshooting of expenditures had to be
of fset by greater—than-planned tax increases——demonstrates the virtually
intractable buoyancy of government expenditures and raises concerns that
the objectives may again not be achieved fully in 1984. Attainment of
the objectives for 1984 is a necessary, but not a sufficient, condition.
Equally important is that the budgetary plans be implemented in a manner
that allows the goals for 1985 and 1986 to be reached as well. There-
fore, current indications that the cutback in nominal wages in the public
sector may have been effected in a manner that may foreclose further
steps in subsequent years are a cause for worry. This is compounded by
the fact that alleviation of the pressure on public sector expenditures
through the reduction of gross public sector wages may be less significant
than appears, because corresponding reductions in contributions to social
security offset the greater part of this move, so that net pay remains
virtually unaffected for the majority of public sector employees. The
signaling effect of the Government's ability to negotiate this wage
package nevertheless remains substantial, but the cost may turn out to
have been high if the continuity of the policy trend is put in question.

Similarly, the plan to cut unemployment and other social security
benefits in gross terms by 10 percentage points overstates its signifi-
cance. For example, in net terms, average unemployment benefits still
will equal 77 percent of previous take-home pay, and this is high both by
international standards and in terms of the domestic budgetary realities.
Financing of so high a level of benefits will continue to require a rise
in contributions to balance the system, with the result that the gap
between take-home pay and labor costs may have beern reduced only tempo-
rarily. If employment opportunities are to grow, it is clear that total
labor costs must be reduced further. Reductions of direct real wages
may be limited, particularly with inflation rates tending toward zero
(the GDP deflator was 1 1/2 percent in 1983). The major area for labor
cost reductions, accordingly, must be found in a narrowing of the above-
mentioned gap.

The Goverrment has made significant strides toward cutting the
linkége-between price changes and wages and toward creating the potential
for greater wage differentiation. This progress is remarkable, since
only a couple of years ago steps in this area were not even discussable.
But labor management policies cannot be successful without greater scope
for enterprises to manage their labor force flexibly. Progress is being
made to speed the process with which labor can be released from enter—
prises in the process of restructuring, although the associated costs
remair high. But, more important, greater flexibility in managing
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layoffs before bankruptcy is necessary, if new and additional hiring is
to be encouraged. Changes in these procedures, which require shifts in
long-standing and ingrained attitudes, at a time when job security is
becoming increasingly important are difficult to obtain. Nevertheless,
they would appear to be inevitable.

The decision to deal with the unemployment problem through the
shortening of work time and labor sharing, in the staff's view, seems to
imply acceptance that growth prospects dre meager at best. 1In an economy
with positive growth, labor sharing will lead to higher labor costs,
especially if normal work time has been progressively and irreversibly
reduced. This is particularly important for medium-sized enterprises,
which, however, have the highest employment-creating potential. Further,
labor sharing tends to impede the moves toward wage differentiation that
seem so crucial in bringing about the necessary structural changes in the
labor market. This is particularly important because past experience has
shown that mismatches in the labor market appear in the Netherlands at
very early stages of any upturn, and even seem to exist at today's high
levels of unemployment.

Policies that aim to remove the nonwage impediments to increases in
effective demand for labor must be flanked by considerations regarding
the level of the minimum wage and its relationship to unemployment bene-
fits and incentives to work. There appears to be scope for reducing the
minimum wage for employment of younger persons in exchange for on-the-job
training. Indeed, the success of training schemes or "apprenticeships"”
at minimal remuneration in the Dutch metal industry and in West Germany
show that much can be done in this respect. But all such schemes ulti-
mately will founder if the remuneration for not working is continually
higher than, or relatively close to, that for working. This is socially
and politically a most sensitive point, as it is in other countries, But
all easy solutions that basically cannot strike to the heart of the
problem have either been tried and found wanting, or will result only in
further crucial loss of time and an erosion of policy effectiveness
being the cost of the experiment.

The withdrawal of government involvement in wage and price formation
should be coupled with a similar reduction of direct involvement in the
enterprise sector. The steps under way to ease the regulatory burden on
business are important. However, in the financial sphere, the investment
premiums (WIR)—--totaling f. 5 billion in 1983 and 1984 and equaling
12 percent participation in individual projects--may not be the most
effective way of using scarce budgetary resources. These premiums can
and do play an important part in the financing of such investments, since
they are of the nature of equity participation without the requirement of
the payment of dividends. As such they can be leveraged one to one at a

‘mingtier, - Such aid may be important in some cases; however, it surely

cannot be important for the big multinational companies and for a signi-
ficant number of enterprises the decision whether to invest seemingly

does not hinge on the availability of the WIR premiums. Furthermore,
there is a risk that an excessive share of the expenditures under these
programs is going toward keeping alive enterprises with less than marginal

i
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