














The Government, which since April 1965 agaion included the Labor
Party, has defended the greater than prescribed grouth rate of expenditures
in the past few years on the grounds that the rapidly expanding economy
required a certain level of social investments. The impact of recent
budgets has apparently, however, been more expansionary than anticipated
by the authorities. The reason for this lies in the fact that initial
Government budget estimates have consistently underestimated the actual
rise in expenditures by substantial amounts in past years and the disparity
between estimated and actual expenditures has only rarely been compensated
for by sufficiently greater revenues than originally estimated. 1In 1965,
the budget closed with a deficit of fl. 1,488 millfon in contrast to the
initial deficit estimate of fl. 916 million because expenditures rose fl,
1.4 billion over the original budget estimate., (See Table 5.)

Table 5. MNetherlands: Central Goverument Budgets,

Original Estimates and Results, 1964-1966
(£l. millions)

1964 1965 1966
Original Original Original May
Estimate Results Estimate Results Estimate Revision
Revenue 11,449 13,180 14,090 14,951 16.931 17,081
Expenditures 13,077 14,575 15.996 16,439 18,080 18,990

Budget deficit -1,628 -1,395 - 916 -1,488 -1,149 -1,909

Source: Ministry of Finance, Financieel Overzicht, and Goverament Budget
Memoranda for 1965 and 1966.




This year Government spending again rose much more fﬁp;dly
than originally foreseen becsuse of particularly heavy expenditures i
the areas of education, agricultural subsidies, subsidized housing and
higher salsries for Government employees. The additional expenditures

were taken up by the specified categories as follows:

-« education fl. 375 million
- ¢civil servant salaries fl. 245 million
- agricultural subsidies and related £fl. 190 million

- accelerated construction of gub-
sidized housing f£1. 100 million
Total fl. 910 million

The large discrepancies between budgeted and actual expenditures, parti-
cularly in such areas as civil servant salaries, vhere the Government
should have an espocislly firm basis for its estimates, suggests that
the Goverument has not been realistic in formulating the budget.

The Government comsa2quently presented a revised budget esti-
mate to Parliament on May 21, indicating that expenditures would rise
fl. 910 wlllion more and revenues f1. 150 million more than laid down
in the original budget document, thereby causing the deficit to rise
from f1. 1,149 million to fl. 1,909 miilion. At the same time, the
Governmen!: announced the following measures designed te hold doun
the rise of Government spending during the remainder of the fiscal year:

1. until October 1, 1966, no new contracts for govern-

ment investments would be concluded unless postpone-
ment were impossible for technical reasons;

2. 8o new civil servants were to be hired through the
end of 1966;

3. efforts would be made to economize on other govern-
ment spending.
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These further efforts resulted in expenditure cuts of fl. 159 million

announced in July, which would reduce the deficit to fl. 1.75 billion in
1966,

Credit expansion

Since Government spending remained expasnsionary, the task of
controlling inflationary pressures continued to fall to the Netherlands
Bank. As o result, the monetary policy of the central bank continued along
the restrictive lines inauygurated in late 1963 when the old wage and
price control system was relaxed and wages were allowed to advance sharply.

The Netherlands Bank has relied primarily on direct coatrols
over credit expansion as its chief policy tool in preference to the use
of a cash reserve ratio, another possible choice, because of the ease
with which commercial banks could repatriate their large foreign exchange
holdings and offset the effects of any such move., In 1966, the credit
restrictions were tightened somewhat, In January-April, commercial bank
credit extensions were to rise no more than 5 per cent above average
permissible lendings in the fourth quarter of 1965, a permissible increase
of £1. 325-350 million: for the May-2lugust period commercial banks were
told te reduce their outstsnding short- and medium-term credits by 1 per
cent of the asmount of average permissible lendiag in the fourth quarter of

1965, or by about fl. 65-70 million.



Credit expansion has proceeded quite strongly despite the re-
strictive measures because (1) banks continually exceeded the permissible
short- and medium-term credit extension limits and (2) long-term credit
grev rapidly. Until June 1965, there were no controls on long-term bank
lending. Long-term credit expsnsion in the past had expanded only
moderately and so long as credit expansion did not grow more rapidly
than long-term resources, the Netherlands Bank considered it to be non-
inflationary. 1In 1964 and 1965, however, the growth of long-term credits
exceeded ithe growth of long-term resources by f1l, 170 million and £1. 456
million respectively. In June 1965, therefore, the Netherlands Bank
reached an agreement with the commercial banks, which in stipulating
that banks' long-term loans increase no more rapidly than their long-term
resources, formalized the Bank's attitude towards long-term lending.

1o inciesse the effectivensss of controls on short-~ierm credit
expansion, the Netherlands Bank announced in July 1966 that penalties
would be stiffened for banks consistently exceeding the permissible
ceiling. Banks which exceed the credit ceiling in three consecutive
months or in four out of six months and by greater amounts than they did
last year will have their credit ceilings lowered. These banks will
furthermore have to maintain penalty deposits equivalent to the amount of
overlending on each day in the following month instead of on a monthly

average basis as has been the case.
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Interest rates continue to rise

The restrictive policy of the Netherlands Bank has apparently
begun to pinch inereasingly. Although credit expansion has been relatively
substantial, the demand for funds has evidently grown considerably more,
with the ccnsequence that interest rates have risen steadily since 1964,
(See Chart,)

The financing of the rapid growth of the economy in conjunction
with the restrictive credit policy of the central bank had reduced the
liquidity ratio of the economy from 40.7 per cent at the end of 1963 to
37.4 per cent at the end of 1965(1/ By the end of March the liquidity
ratio was down to 36 per cent. The consequently increased demand for
funds has, in recent months, led to an acceleration of the trend towards
rising interest rates. This tendency has been most noticeable in the
long-term market. Yields on long-term government bonds, which increased
by 76 basis points to 6.09 per cent in 1965, vose 45 basis points to
6.54 per cent in April. (See Chart.) Terms of capital market offerings
were made steadily more attractive to investors in order to procure desired
investment funds. At the beginning of the year, a coupon rate of 6-1/4
per cent was placed on a Bank for Dutch Municipalities loan after a 6
per cent offering in November had failed to find full placement. In April,
a second loan of the same institution carried a 6-1/2 per cent coupon
and in May the coupon rate on a third bond issue was raised to 7 per cent,
This last loan was snapped up by market and is now quoted 1-1/2 points

above par. On the vhole, interest rate movements appear to have stabilized

1/ The ratio of total liquid assets in the possession of the public to
national income.
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at these higher levels. Yields on shorter-term maturities rose also and
the rate on Treasury bills rose from 3.68 per cent at the end of 1964 to
4.29 per cent in December 1965 to 4.90 per cent by mid-July.

The upward trend of domestic interest rates made it increasingly
profitable for commercial banks to rediscount heavily at the Netherlands
Bank and relend the funds. 1In April the volume of discounting rose to the
high level of f1, 115 million from only f1. 7 million at the end of 1965.
This strong increase in bank discounting and the strengthening of infla-
tionary pressures in the first few months of the year led the Netherlands
Bank on May 2 to raise its discount rate from 4.5 to 5 per cent.

The Netherlands Bank had preferred to conduct its restrictive
policies through the use of direct controls and apparently raised discount
rate primarily because of the need for a technical realignment of interest
rate levels, Certain domestic aund international considerations had,
however, apparently caused the authorities ro hesitate to make this move.
On the external side, hesitations centered around the fact that inflows
of capital had followed discount rate increases om past occassions, thereby
interfering with the aims of monetary policy. Tightening of credit
conditions in most major financial centers during the past year largely
eliminated this hesitation however. On the domestic side, there has been
concern about the situation of the small enterprise. Small domestic
enterprises have been less able than large ones to absorb the burden of
greatly increased wage costs and the rising cost and diminished availability
of financing. As a result, bankruptcies have been rising., Further

. increases in credit costs would bear most heavily on these small firms.

This hesitation was apparently overcome, however, by concern over mounting

inflationary pressures.





